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orations, stockholders 


BY RICHARD L. GREENE, ULB. 





Tax techniques of acquisitions by mutuals 


of closely held investment companies 


by RICHARD L. GREENE 


Family investment companies, and indeed successful individual investors, are 


finding that a tax-free exchange with a mutual fund solves their financial and 


management problems and also puts them into a highly favorable tax position. 


Mr. 


Greene looks into a number of recent transactions of this type and shows 


how they are being used by both large and small stockholders. 


A STRIKING PHENOMENON has been de- 
the financial 


1960. A cursory view of the Wall Street 


tected in world of 
Journal and other financial publications 
will reveal a rash of mergers and acqui- 
sitions of family holding and investment 
companies. A fairly typical example re- 
cently reported was the acquisition by 
One William Street of the Wallau Corp., 
a personal holding company. The Wall 
Street Journal notes that, 
mately $4,250,000 assets were 
changed for 298,767 One William Street 
shares.” At the 

reported that One William Street “ac- 
quired the $1,750,000 of assets of Feder- 
ated Holding Corp., also a_ personal 


“A pproxi- 
in ex- 


same time it was re- 


holding company.” 
Another 
closed-end 


one of the largest of the 


investment companies re- 
cently announced it had acquired all 
the assets of United Bond & Realty Co., 
a personal holding company with in- 
vestments largely in common stocks. In 
this non-taxable exchange, the Fund ex- 
changed 73,989 shares of its stock for 
assets which amounted to $2,264,048. 
The situations referred to and numer- 
ous others of recent origin involved 
sizeable amounts. Actually it appears 
that the mutual funds and investment 
companies are also picking up relatively 
small family holding corporations. Thus, 
the April 4 of Newsweek dis- 
closes that a new mutual fund, Centen- 
nial Fund, Inc., has been organized to 
make tax free exchanges of its shares 


issue 


for individual investments, preferably 
blue chip stocks, of only $25,000 or 


more. 


What is behind this rash of mergers 
and acquisitions of closely held invest- 
ment companies? Our survey has dis- 
closed the movement is motivated by 
significant business and investment fac- 
tors and major tax attributes. Notable 
among these are the opportunity for the 
owners of the family holding company 
to achieve top-grade and continuous in- 
vestment management, plus complete 
liquidity of their assets, postponement 
and minimization of capital gain tax and 
the reduction or even elimination of 
the double tax on dividends. Thus, these 
family stockholders will receive an at- 
tractive package filled with a handsome 
mixture of significant business factors, 
personal investment and tax advantages, 
all wrapped up in a non-taxable reor- 
ganization. 


Business purpose required 


Every tax man is keenly aware that 
a tax-free reorganization requires a good 
business purpose. This judicial and ad- 
ministrative requirement of Sec. 368 of 
the Code applies with equal vigor in 
the area of acquisitions of closely held 
investment companies. Hence, this type 
of transaction cannot supported 
merely by tax motivation. Tax reduc- 
tion may be the potent result, but not 
the prime motivation for the acquisi- 
tion. 


be 


A superb example of the requisite 
business purpose was demonstrated in 
the recently announced (Wall Street 
Journal, Feb. 5, 1960) swap of assets 
of Bartram Brothers Corp., a private 
investment company, for stock in Broad 


Street Investing Corp., a mutual fund 
with assets of over $165 million. Bar- 
tram Brothers has a long history dating 
back to the Civil War and since 1925 
had operated as a closely held invest- 
ment company, with net assets of about 
$38 million. It had been considering 
discontinuing management of the in- 
vestment operations since 1955, particu- 
larly because the present management 
was nearing retirement age and the 
company had made no provisions for 
younger men to take control. Thus, the 
lack of continuity of management, 
coupled with the recognized need for 
providing top flight supervision of the 
investment assets were prime business 
factors for the exchange for stock of 
Broad Street Investing Corp. The 
liquidity of mutual fund shares was an- 
other factor that appealed to the 
Bartram management. 

Other typical business factors which 
have motivated mergers of closely held 
investment companies are these: 

(1) major conflicts among directors 
and stockholders as to investment and 
operating policies; 

(2) prime need for diversification and 
minimization of risks from concentra- 
tion of investments; 

(3) death or retirement of key mem- 
bers of management teams; 

(4) reduction of operating costs; 

(5) need for permanent, stable man- 
agement; 

(6) necessity to increase yield on cor- 
porate investments; 

(7) change in operating policy requir- 
ing up-grading of corporate investments. 

No doubt additional major business 
considerations have been responsible for 
the amalgamations with mutual invest- 
ment companies. It is essential to un- 
derscore the prime ingredient of a good 
business purpose for every successful re- 
organization. 


Tax charms 


To this point our major emphasis has 
been on the corporate business aspects 
of the amalgamation of the close invest- 
ment company into the giant mutual 
or closed-end investment company. Also 
flowing from the corporate marriage are 
some tantalizing tax charms. These are 
surprisingly numerous and tasty as seen 
in this brief listing: 

(1) Reduction or elimination of dou- 
ble tax on dividends by reason of tax 
free character to regulated investment 
companies where distributed to share- 
holders. 
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(2) Diversification of investments 
achieved without imposition of immedi- 
ate capital gain tax (postponed until ul- 
timate sale of acquired stock). 

(3) Elimination of capital gain tax 
on liquidation of close investment com- 
pany (where required). 

(4) Elimination of personal holding 
company surtax where applicable. 

(5) Elimination of potential problems 
under Sec. 531 (old Sec. 192) surtax on 
unreasonable accumulations. 

(6) Provision for liquid assets for pay- 
ment of death taxes, and elimination of 
various tax traps inherent in being 
locked in closely held companies. 

(7) Accomplish early termination of 
profit sharing plan with capital gain 
treatment on distributions. 

(8) Merge into investment company 
whose distributions are wholly or par- 
tially tax free (e.g. United Corp.). 

These are some of the more important 
and delightful results that may flow from 
amalgamating with a mutual fund or 
listed investment company. Plainly only 
one or two may fit a particular situation 
and others not listed may apply in other 
cases. Thus, the first factor (elimination 
of the partially double tax on divi- 
dends) was referred to in the announce- 
the Broad  Street-Bartram 
Brothers exchange. It was noted that 

annual investment dividends re- 
ceived by stockholders from regulated 
investment companies, such as Broad 
Street Investing Corp., are tax free to 
the company as long as more than 90% 
of the fund’s earnings are distributed.” 
Of course, in the typical closely held 
investment company such dividends also 
receive the benefit of the 85% dividend 
received credit which eliminates most 
of the double tax on the dividends. This 
leaves an effective rate of 7.8% on divi- 
dends, but interest income may be taxed 
at the full corporate rate of 52%. 

Here is a quick summary of the 
hefty tax bill imposed on a family 
investment company and its  share- 
holders, which may be considerably re- 
duced by merging with a mutual fund 
or public investment company: 52% 
corporate tax on interest income; 7.8% 
effective tax on dividends; 
capital gains tax to corporation on gains 
from sale of securities; potential per- 
sonal holding company surtax of 75% 
to 85% if dividends not distributed to 
its shareholders; dividends to its share- 
holders taxed as ordinary income. Thus, 
if the family investment company had 
$100,000 of net income, consisting of 


ment on 


corporate 


$50,000 of interest, $30,000 of dividends 
and $20,000 of capital gain, the total 
corporate tax would approximate $33,- 
000 assuming no personal holding com- 
pany surtax because its net income is 
distributed. Thereafter, if its share- 
holders were in the 60% bracket, they 
would pay about $40,000 in tax on the 
dividend distribution of $63,000 leaving 
only about $27,000 net after taxes on 
the original income of $100,000. If, how- 
ever, this income were earned by a 
mutual fund and distributed to the same 
stockholders, thereafter tax dollars 
would increase by almost $20,000. No 
wonder many a family holding company 
is intrigued with prospects of swapping 
stock with a mutual fund. 

A mutual fund may readily qualify as 
a regulated investment company (Sec. 
851 of the Code), and it may be sub- 
stantially exempt from Federal levies on 
investment income and distributed cap- 
ital gains. Most funds follow the prac- 
tice of passing these benefits to their 
shareholders, although a few retain cap- 
ital gains and pay the resulting 25% 
capital gain tax directly. Where capital 
gains are so retained by the mutual, the 
shareholders are permitted to increase 
the basis of their stock on the retained 
amounts. 


Diversification without capital gain 

Undoubtedly the second tax factor 
has the most widespread appeal. Many 
an investor cannot, or at least chooses 
not to, attain diversification of his in- 
vestments (through sale of some) with- 
out realizing an immediate capital gain. 
A closely held investment company of- 
ten has the same problem. In order to 
obtain the necessary cash for essential 
diversification, D. J. Investments, Inc. 
(owner of large blocks of five stocks) 
may be compelled to pay a considerable 
capital gain tax on the sale of appreci- 
ated securities. If, however, D. J. In- 
vestments, Inc. merges into a fund, no 
gain whatever is realized at the time 
of the exchange even though the stock- 
holders of D. J. Investments receive 
stock representing dozens of the best 
companies in many and diverse indus- 
tries. Here is a jewel sought by many 
an investor but too often the search is 
abandoned because of inability to scale 
the awesome peaks of capital gain. 

The tax hurdle opposing diversifica- 
tion may be even higher in some states 
which do not recognize capital gain 
treatment for state income tax purposes. 
In such states the total federal and state 
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[Richard L. Greene, the editor of this 
department, is a member of the Mil- 
waukee law firm of Whyte, Hirsch- 
boeck, Minahan, Harding & Harland.) 





tax bite on the appreciated portion of 
the investment may exceed 33%. Such 
a gross pill is frequently too much for 
the undiversified investor to swallow. 
Hence the opportunity to attain (by 
merger with a mutual) complete diversi- 
fication with no immediate tax on the 
appreciation affords great attraction to 
many investors. 

Essentially and technically the tax ad- 
vantage is one of postponement of tax- 
able realization of gain. Ultimately, 
when and if the former stockholder of 
little old D. J. Investments, Inc., sells 
his acquired stock in the Fund, he then 
has made a taxable sale and the gain 
which had been deferred is finally sub- 
jected to the capital gain tax. But it is 
entirely possible that no tax will ever 
be paid on the appreciation of the D. 
J. Investment Co. stock. Mr. D. J., hav- 
ing attained his desired goal of complete 
diversification, safe investment with satis- 
factory yield and growth potential, may 
be wholly content to retain his fund 
stock indefinitely. He may prefer to die 
with his “stocks on” and thereby attain 
that paradisian goal of a permanent tax 
deferral. Here the happy 
hunting ground for any courageous and 
fortunate taxpayer. 


indeed is 


Elimination of liquidation tax 
’ 


In the past, diversification of invest- 
ments, br elimination of conflicts be- 
tween directors or stockholders of the 
small investment company, has been ac- 
complished by liquidation of the com- 
pany. Thereafter the investments are 
split up and sold or otherwise disposed 
of by the shareholders. But process of 
liquidation results in the portion of the 
capital gain tax on the shareholders un- 
der Sec. 331 (Sec. 333, the “one month” 
liquidation statute is normally not used 
where there are substantial accumulated 
earnings or the appreciated stocks will 
soon be sold). Liquidation, the drastic 
and costly remedy is no longer neces- 
sary, assuming you can persuade a Broad 
Street or Tri-Continental, or other out- 
standing mutual fund or public invest- 
ment company, to swap stock for your 
closely held assets under the reorgani- 
zation statutes. 


Tax traps and dilemmas 


It is not uncommon for a family or 
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closely held investment company to 
work itself into an unanticipated tax 
bind requiring drastic action. Thus, U. 
L. Corp. disposed of its rental proper- 
ties leaving as its only assets blue chip 
stocks and bonds. The rents had previ- 
ously insulated the company from the 
personal holding surtax, but now the 
surtax threat at a 
75% to 85% rate. The obvious solution, 


sadistic became a 
of acquiring new real estate or dis- 
tributing all earnings as dividends (with 
a resulting double tax), was unaccept- 
able. The difficulty was readily solved 
by merging U. L. Corp. into a publicly 
owned mutual fund. 

O. C. Corp. was the victim of another 
chronic problem of closely held invest- 
ment companies — imminent threat of 
a Sec. 
cumulations. While not a personal hold- 


531 surtax on unreasonable ac- 
ing surtax as defined in Sec. 542 be- 
cause of the number of unrelated stock- 


did 


surtax 


holders, it have an imminent 
Sec. 53] 
earned surplus was approaching $100,000 


(the 


not 


problem because its 


immune amount) and its share- 
holders wanted growth, no substantial 
When 


passed the $100,000 barrier, it was anti- 


dividends. the earned surplus 
cipated that high dividends would have 
been required to eliminate any threat 
of Sec. 531 being imposed. The tax 
problem of O. C. Corp. was soon solved 
by arranging for its acquisition by one 
of the leading growth mutual funds, 
which paid low dividends but had a fine 
record for rapid growth. 


Liquidity for estate planning 


The compelling need of all success- 
ful Death 


taxes, expenses of administration, wid- 


business men is liquidity. 


ow’s award, etc. must be provided for 


In 


the stockholder of a closely held com- 


in substantial amounts. the case of 
pany, that stock may be the principal 
asset, and the estate may be frozen and 
unable to pay such taxes and expenses. 
Various solutions have been proposed 
in the Code, such as Sec. 303 (redemp- 
tion of stock to pay death taxes). Un- 
fortunately such provisions may be en- 
tirely inapplicable, or even hazardous 
because of valuation or Sec. 531 prob- 
lems. Here again an acquisition of the 
family investment company by a pub- 
licly held investment company or by a 
mutual fund, may afford a perfect solu- 
tion to the liquidity problem. The ac- 
quired stock may be readily sold to pay 
death taxes and cover the heavy ex- 
penses of administration. Difficult prob- 
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lems of valuation of closely held stock 
are precluded and the risk of an asser- 
tion of the penalty tax under Sec. 531 
because of the redemption, is wholly 
eliminated. 

Occasionally this <elution may be ar- 
ranged by an estate executor or trustee 
after the death of the stockholder of the 
family investment company. Of course, 
the problem of capital gain tax on the 
appreciated stock had already been 
eliminated by the death of the stock- 
holder. But the problem of liquidity and 
corporate tax traps remains and may 
be resolved by this technique. 


The individual investor 


Our consideration to this point has 
focused on the closely held investment 
company, and we have found that sub- 
ject to a bona fide business purpose, a 
highly beneficial corporate reorganiza- 
tion can be accomplished with a mutual 
fund or publicly held investment com- 
pany. All of this presupposes an existing 
that has already been in 
operation with investment assets. What 
about the lonely but successful investor 
who is not blessed with an existing in- 
vestment company? Is he to be deprived 
of the attractive benefits we have out- 
lined? Not necessarily. If properly han- 
dled, he may attain the desired 
goals, and in some respect the method is 
simpler and the requirements easier 


compa ny 


too 


to satisfy. 

Take the case of J. D. Giltedge. J. D. 
had over the years been a remarkably 
astute highly fortunate investor. 
Disregarding the cautions and warnings 
of his broker-friend he had concentrated 
I.B.M. stock and 
General Tire Wts. The former had cost 
him a total of $20,000 and was worth 
$500,000 and the latter had cost a mere 
$1,000 and had appreciated to $50,000. 
But J. D. suddenly realized he needed 
a stable and secure income and more- 
over was fearful of the impact of a 
falling or a volatile warrant. J. D. was 
immobilized and frozen, by 
the tax cost of a sale: over $130,000 of 
federal capital gain tax plus a state 
income tax of over $50,000. 

Fortunately, J. D.’s frozen condition 
may be thawed out and solved by an 
exchange with a mutual fund. Since he 
has no family investment corporation, 
he is not faced with a corporate reor- 
ganization technique; and hence there 
is no business purpose requirement. J. D. 
may accomplish his needs without any 
immediate capital gain tax by a simple 


and 


on two investments: 


however, 


transfer of his securities to a newly 
formed mutual fund, under Sec. 351 of 
the Internal Revenue Code. 


Centennial Fund, Inc. 


Most mutual funds and closed-end 
investment companies, such as State 
Street, One William Street, Broad Street 
and Massachusetts Investors Trust, have 
concentrated their acquisitions on incor- 
porated investments, i.e. family holding 
companies. Very recently, an entirely 
new open-end investment company has 
been organized under the name of Cen- 
tennial Fund, Inc., which swaps stock 
indirectly with individual investors. Cen- 
tennial Fund commenced operations 
with $100,000 of net worth consisting 
of short term U. S. Government securi- 
ties and cash, with the plan of having 
investors contribute their 
own securities to the fund ($25,000 or 
more) in exchange for the stock of the 
fund. The announced plan was “design- 


individual 


ed to meet the needs of investors whose 
portfolios are large and of good quality, 
but not diversified to their satisfaction, 


and who feel prevented from diversify- 


ing because of what they consider to be 
the excessive tax cost of selling ap- 
preciated assets. This plan would, by 
direct exchange, convert such a port- 
folio into mutual fund shares repre- 
senting an interest in a diversified port- 
folio of comparable quality, having 
sound investment management, without 
the realization of gain or loss for federal 
income tax purposes.” 

The non-taxable feature 
was arranged by having each individual 


exchange 


investor deposit his own securities in 
escrow until an aggregate amount of 
not less than $10,000,000 had accumu- 
lated by the escrow agent. Thereafter, 
there was a simultaneous exchange of all 
the escrowed securities for the newly is- 
sued stock of Centennial Fund, Inc. An 
appropriate ruling was secured from the 
Internal Revenue Service to the effect 
that the planned exchange of escrowed 
assets for the shares of a regulated in- 
vestment company will be a non-taxable 
exchange. It was also ruled, of course, 
that the shares of the fund so received 
take the same basis as the 
assets exchanged, and so also the fund 
takes the same basis for the securities 
received. The ruling “does not contem- 
plate or cover a series of such exchanges 
at different times, but applies only to 
the simultaneous exchange provided for 
by the Escrow Agreements.” While we 
have not read the ruling, we therefore 


will tax 








assum 
) cated 
© 1036 
| swaps 
F compa 
bi 
> Poolir 

The 
tennia 
vestme 
capital 
though 
to reta 
for rei’ 
ble fec 
regulat 
fined i 
Fund ¢ 
all of 
divider 


as a SI 
gain to 
in the 
they w 
vidual 
holders 
triguin, 
The 
tax lial 
the fun 
is burc 
gain ta 
tion in 
vestors 
tionate. 
tribute 
to the f 
for his 
$90,000, 
by the 
contrib) 
equally 
total ga 
an extr 
number 
will ten 
minimiz 
does cc 
pooling 
assets W 
sell at 
there w 
variatio. 
appreciz 
positors, 
be of gr 
others. 
The s 
fund of 
unrealiz 
idepositi: 
ifactor, b 
Walue de 


ort 
ing 
out 


eral 


of 
mu 
fter, 
f all 
y is 
, An 
| the 
ffect 
ywed 
1 in 
cable 
urse, 
sived 

the 
fund 
rities 
item 
inges 
ly to 
d for 
le we 


-efore 


“4 positing 


assume the tax free exchange is predi- 
cated upon Sec. 351 of the Code. Sec. 
1036 of the Code covering tax free 
swaps of similar securities in the same 
company would not be applicable. 


Pooling of capital gain tax 

[he announced policy of the Cen- 
tennial Fund, like most regulated in- 
to distribute 
capital gains to the shareholders, al- 


vestment companies, is 


though management reserves the right 
to retain the realized gain in the fund 
for reinvestment and to pay the applica- 
ble federal and state tax thereon. (As a 
regulated investment company as de- 
fined in the Internal Revenue Code, the 
Fund expects to distribute substantially 
ill of its investment income as regular 
dividends to its shareholders.) Inasmuch 

a substantial portion of the capital 
gain to be realized by the fund orginated 
in the appreciation of securities while 
they were previously held by the indi- 
stock- 
two rather 


investors who became 
the fund, 


triguing results may flow. 


vidual 
holders in in- 

Che first is a pooling of capital gain 
tax liability among the shareholders of 
the fund so that each share of the stock 
is burdened equally with the capital 
gain tax, although the prior apprecia- 
tion in the hands of the original in- 
vestors may have been quite dispropor- 
Thus, if A and B each con- 
tribute stocks having a value of $100,000 
to the fund, but A had a basis of $5,000 
for stock while B had a basis of 
$90,000, and the stocks are later sold 
by the fund for a total of $200,000 (the 
contributed value), A and B will share 


tionate. 


his 


qually in the capital gain tax on the 
tal gain of $105,000. This is, of course, 

extreme example because the large 
of the fund 
ill tend to spread the tax impact and 


umber of shareholders 
minimize the disproportion. The fund 


loes concede, however, the effect of 
pooling of capital gain tax liability on 
issets where it does find it advisable to 


ell at a gain, and stresses that since 
ere will undoubtedly be considerable 
iriation in the degree of unrealized 
ppreciation in the assets of various de- 

ositors, pooling of tax therefore will 

of greater advantage to some than to 
tners. 

[he second impact on the sale by the 
fund of securities which had previous 
unrealized appreciation in the hands of 
stockholders is not a tax 
factor, but rather a potential temporary 


alue depressant. No doubt a large por- 


tion of the original and initial securi- 
ties of the fund will consist of previ- 
ously appreciated securities, which in a 
sense are encumbered with a potential 
capital gain tax (either pooled if dis- 
tributed to the fund shareholders or 
paid by the fund if not distributed). 
Thus, even though such previously ap- 
preciated securities were to increase no 
more in value while held by the fund, 
or even if they lost some of their value 
after the original contribution to the 
fund, still at the point of ultimate sale 
that early gain will have to be taxed. 
This is not a problem to a fund or in- 
vestment company which buys its own 
stocks for cash. 

No doubt this previous appreciation 
problem of a newly formed fund is 
minimized by careful selection of secur- 
ities which should not require early 
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sale. Moreover, it should tend to dimin- 
ish and ultimately disappear with the 
passage of time. In any event, the many 
and substantial advantages, both tax and 
investment-wise, serve to make a direct 
exchange of personal securities for 
mutual fund shares a most attractive 
deal for an investor seeking diversifica- 
tion and professional management — 
all with 
capital gain. 


no immediate realization of 

Despite these problems there is no 
doubt that other mutual funds will be 
organized to accomplish the advantages 
of direct acquisition of appreciated se- 
curities from individual investors. So 
also, it is plain that the widespread 
movement of merging family holding 
companies into mutual funds and public 
investment companies will continue at 
an accelerated rate. w 


Creeping acquisition of corporation control 


may imperil nontaxability; care needed 


by THOMAS J. HENRY 


Though the law is now clear that a stock-for-stock B reorganization qualifies as tax- 


free even though part of the necessary 80% control had been previously acquired, 


use of Section 368 still presents hazards that may be particularly hard to guard 


against because later transactions can 


Henry points out these difficulties in 


change the tax effect of earlier ones. Mr. 


the present law and explains current pro- 


posals in Congress to meet these problems. 


P eects CONTROL of another corpo- 
ration by a stock-for-stock exchange 
has always been included among the 
tax-free reorganizations. It is now in 
Section 368 as a B reorganization: the 
acquisition by one corporation, in ex- 
change solely for all or part of its 
voting stock, of controlling stock of an- 
other corporation. To solve some of the 
problems of creeping acquisition of con- 
trol which 193$ 


Code, the present Code makes the ex- 


had arisen under the 
change tax free “if, immediately after 
the acquisition the acquiring corpora- 
tion has control (whether or not 
such acquiring corporation had control 
immediately before the acquisition).” 
This parenthetical clause, new in the 
1954 Code, while it does solve the prob- 
lems that had culminated in the Dana 
and Barker cases, discussed later, created 
some new and very hazardous ones. 
While the changes made in the 1954 
Code regarding creeping control were 
an improvement over prior law, the 


changes created more problems than 
they solved. For example, if the trans- 
action is solely for stock but covers a 
series of acquisitions over a period of 
time, the Regulations provide:! “such 
an acquisition is permitted tax free in 
a single transaction or in a series of 
transactions taking place over a rela- 
time such as 


tively short period of 


twelve months”; and they give as an 
example of a qualifying transaction the 
case of a corporation which had pur- 
30% of stock 


corporation cash in 


chased of another 
1939 and 


1955 an additional 60% 


the 
for 
acquired in 
of such stock for its own stock over a 
six-month period. It is obvious that dur- 
ing the period of acquisition, it is un- 
certain whether a given exchange is or 
Not until the series of 
acquisitions is complete will the answer 
be known. A stockholder who exchanged 


is not tax free. 


1 Regs. Section 1.368-2(c). See also Sen. Rep. No. 
1622 83rd Cong., 2nd Sess. 273 (1954). 
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his stock might, at the time he files his 
be unable to determine whether 
the exchange was or was not tax free. 
He is then faced-with the alternative 


return, 


of treating the exchange as taxable and 
paying a substantial tax (with the pos- 
of recovering it later) or of 
treating the exchange as tax free (with 


sibility 


the possibility of facing a deficiency at 
some future date.) 

Equally disturbing is an acquisition 
made through a series of transactions 
some of which are for cash and some of 
stock. It must be de- 
whether the stock and the 
cash acquisition are part of a single 
if so, the stock acquisition 
does not qualify as a tax-free reorgani- 
zation. If, 
tion A secures control of corporation B 


which are for 


termined 
transaction; 


as is quite common, corpora- 
solely for voting stock and later goes on 


to acquire the remaining outstanding 
a transaction that is 
there is a strong 


likelihood that the subsequent cash ac- 


stock for cash in 


not clearly separate, 
quisitions will invalidate the prior stock 
The 
the considerable burden of convincing 


acquisition. taxpayer is faced with 
the Commissioner that the cash acquisi- 
tion was separate and distinct from the 
and that 
not both part of a general plan. 


stock acquisition they were 
Failure 
to carry this burden of proof will re- 
sult in both exchanges being treated 
as taxable. Conversely, if the stock was 
acquired for stock after an acquisition 


for cash, the stock acquisition to be tax 


free must be shown to have been not 
part of the cash acquisition. 
An understanding of the problems 


that arise in creeping control requires a 
look at the development of the B re- 
organization statute and the controversy 
engendered under the 1939 Code. 


1934 Act 

Revenue Act of 1934, 
a B reorganization ap- 
peared in the statutory definition as part 
the 
consolidation type of re- 
The 1934 Act made the 
parenthetical appendix a sep- 


Prior to the 


what is now 


of a parenthetical appendix to 
merger or 
organization. 
former 
arate type of reorganization and identi- 
fied it as a B reorganization. The 1934 
Act made two additional changes to the 


2Section 203(h)(1) of the Revenue Act of 1924 
stated in part: “The term ‘reorganization’ means 
(A) a merger or consolidation (including the ac- 
quisition by one corporation of at least a majority 
of the voting stock and at least a majority of the 
total number of shares of all other classes of stock 
of another corporation or substantially all the 
properties of another corporation) .” 

% Section 112(g)(1) of the 1934 Revenue Act 
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[Mr. Henry is assistant tax manager of 
Avon Products, Inc., as well as instruc- 
tor of management accounting at the 
State University of New York.] 





B reorganization that are significant to 
our consideration of the creeping con- 
trol problem. One raised to 80% the 
extent of the required stock acquisi- 
tion, where prior to the 1934 Act an 
acquisition of a majority was sufficient. 
The other change was that while prior 
to the 1934 Act it was permissible for the 
acquiring corporation to give some other 
consideration in addition to its voting 
stock, since the 1934 Act, only voting 
stock Disregarding for our 
purposes the change in the definition 
of control made in Section 112(h) of 
the 1936 Act, this remained the basic 
definition of a B reorganization until the 
It should be remembered 
that the 1939 Act separated stock-for- 
stock and stock-for-asset reorganizations 
into separate categories; since that act, 
reorganizations involving the acquisi- 


is allowed. 


1954 revision. 


tion by one corporation of substantially 
all the properties of another 
C reorganizations rather than class B, as 
formerly. 

Under the definition of a B reorgani- 
zation under the 1934 Act there was a 
serious question as to whether the statu- 
tory definition could be satisfied if the 
acquired stock was in a quantity less 
than the required 80% interest. The 
acquiring corporation might previously 
of the stock of the 
acquired corporation in exchange for 


are class 


have acquired 10% 


its own voting stock. Was the acquisition 
of an additional 75% by such corpora- 
tion in a subsequent, separate 
action, an acquisition of at least 80% 
of the voting stock and at least 80% of 
the total number of shares of all of the 
other classes of stock of another corpo- 


trans- 


ration? 


Litigation inconclusive 


In the Dana case4 which arose under 
1928 Revenue Act, the Board of 
Tax Appeals held that the parenthetical 
portion of the reorganization definition 
in the 1928 Act did not limit the mean- 
ing of a merger or consolidation. The 
Commissioner was quick to disagree.5 


the 


stated in part: “The term ‘reorganization’ means 
(A) a statutory merger or consolidation, or (B) 
the acquisition by one corporation in exchange 
solely for all or part of its voting stock: of at least 
eighty percent of the voting stock and at least 
eighty percent of the total number of shares of all 
other classes of stock of another corporation: or 
of substantially all the properties of another cor- 
poration.” 





The Board of Tax Appeals was affirmed 4% 
in its conclusions that the acquisition) yy) hp, 
by one corporation, owning two-thirds change 
of the stock of another corporation, of corpor: 
all of such other corporation’s stock | con 

F 





tion. 
exchange for its own stock, pursuant to 
a plan to merge the two companies, was 


ar é corpors 
within the meaning of the term ‘“mer- 


} the De 
ger” incorporated in the 1928 Revenue | sock ic 
Act. The court quoted with approval) he 
the conclusion of the board: “If the) .: the, 
acquisition by one corporation of a bare |) yore ¢, 
majority of the stock of another con-|) the pr 
stitutes a reorganization, we are of the corpora 
opinion that the acquisition of all the 7 jp. req 
outstanding stock of another, thus en-/) that th 
abling the acquiring corporation, at its) 4 Jeast 
pleasure, to consolidate or merge the) of toc 
two corporations, falls within the same) The cg 
category.” Bto a 

It should be noted that the opinions), which , 
of both the Board of Tax Appeals and} complis 
the Third Circuit are not particularly) selves 5 
enlightening since they rely only in part) the act 
on the technical point concerning the? transact 


acquisition of stock, being based also on ) organiz: 
the ground that the entire transaction} S sion he 
in question constituted a merger aS) either: 

that term is used in Section 112(i)(1)(A)} 1932 Ac 
of the Revenue Act of 1928. Thus the} sufficien 
decision did not offer a solution that) not app 
could be applied to the question left) J; see 
unanswered in the law following thet of the 


1934 Act. tion wh 


‘ r 5 stock o 
Conversion of voting interest 
not com 
In the Dana case, the taxpayer al-J the stat, 
ready owned the necessary majority.) Jesser 
This was not so in the Barker case,’ 


corporat 
which arose under the 1932 Act. In that)tion we 
case the taxpayer, one of the principal] remaine, 
stockholders in a corporation, attempt} 
ed to convert his voting interest into) Creepiny 
cash and preferred stock. The steps of 
the conversion were: resolve 1 
1. The creation of D, a Delaware) transacti 
corporation, to acquire all the common) quireme: 
stock of the old corporation. Iquestion 
2. The creation of S, a holding corpo/ify eyen 
ration, to receive the taxpayer’s interest! oe thar 
in the new Delaware corporation. the prio 
3. Transfer of taxpayer's right to re: required 
ceive the common stock of D, the Delajration h; 
corporation, to S, the holdingrration in 
corporation, in exchange for the stock ‘whether 


The « 


ware 


of S. ition hac 
4 Dana, 36 BTA 97 1937. the acqui 
5 Non-Acquiescence, CB 1937-2, 36. kontrol i 
® Dana, 103 F.2d 359, CA-3, 1939. ation o 
7 Barker, 200 F.2d 223, CA-9, 1952. tock of 
§ “Report on Corporate Distributions and Adjust uire th 


ments to Accompany Subchapter C Adviso 
Group Proposed Amendments.’’ December 24 eorganiz 
1957. Government Printing Office. rovision 
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t. Issuance of the common stock of 
D, the Delaware corporation (in ex- 
change for taxpayer’s stock in the old 
corporation) to S, the holding corpora- 
tion. 

5. An exchange by S, the holding 
corporation, of it’s common stock in D, 
the Delaware corporation, for preferred 
stock of D, the Delaware corporation. 

[he Commissioner argued that since 
at the end of the first step, D, the Dela- 
ware corporation, did not own any of 
the preferred voting stock of the old 
corporation, the transfer did not meet 
the requirements of Section 112(i)(1)(A) 
that the acquiring corporation acquire 
at least a majority of “all other classes” 
of stock in the acquired corporation. 
rhe court held that where the parties 

transaction formulated a plan 
which contemplated several steps to ac- 
complish the result and bound them- 
selves by contract to carry out the plan, 
the actions taken constituted a single 
transaction, thereby qualifying as a re- 
organization. Unfortunately, the deci- 
sion here does not answer our question 
since the case came under the 
1932 Act, acquisition of a majority was 
sufficient and the 80% requirement did 
not apply. 


to a 


either; 


It seemed clear that since enactment 
of the 1934 Act an acquiring corpora- 
tion which already owned 21% of the 
stock of the other corporation could 
not comply with the literal language of 
the statute. Whether prior ownership of 
amount of stock of the other 
corporation by the acquiring corpora- 
tion would disqualify the transaction 
remained unsettled however. 


a lesser 


Creeping control permitted 


Che drafters of the Code sought to 
resolve the conflict of whether a given 
met the at-least-80%  re- 
quirement of the statute. To settle the 
question that an acquisition could qual- 
ify even though it was in an amount 
less than the 80% interest specified in 
the prior statutes, the 1954 provision 
required only that the acquiring corpo- 
ration have control of the other corpo- 
ration immediately after the acquisition 
whether or not such acquiring corpora- 
tion had control immediately before 
the acquisition.” Consequently, creeping 
control is now clearly possible; a corpo- 
ration owning 80% or more of the 
stock of another corporation may ac- 
quire the balance of the stock in a 
reorganization transaction under the 
provision, and a corporation owning 


transaction 





less than 80% may likewise meet this 
reorganization test. Thus the 1954 Code 
resolves the ambiguities in the Dana 
case and makes it clear that if, in a 
single transaction, enough stock is ac- 
quired solely for voting stock of the ac- 
quiring corporation to give the acquir- 
ing corporation control of the other 
corporation, as control is defined in 
Section 368(c), the transaction will 
qualify under Section 368(a)(1)(B) re- 
gardless of how much stock the acquir- 
ing corporation had before the trans- 
action and whether such stock was ac- 
quired for cash or stock. 


Proposals for clarification 


An idea of what future legislation is 
likely can be obtained from a review of 
the report of the Advisory Group on 
Sub-Chapter C.8 The Advisory Group, 
aware of the concern of many taxpayers 
regarding this matter, gave considera- 
tion to the fact that doubt remained as 
to the non-recognition of gain or loss to 
shareholders who exchanged stock for 
stock if, as part of the same transaction, 
other stock was acquired for cash. The 
Advisory recommends dealing 
with this problem by testing each trans- 
action from the standpoint of the par- 
ticular shareholder on his own exchange 
with the acquiring corporation. If the 
taxpayer then meets the other require- 
ments and the acquiring corporation 
has control of the other corporation im- 
mediately after the acquisition, the ex- 
change would not give rise to recogni- 
tion of gain or loss to the particular 
shareholder. Under this test the char- 
acteristics of the exchange by the tax- 
payer would de- 
pendent upon the nature of the trans- 


Group 


stockholder not be 
actions by which the corporation ac- 
quires other stock from other stock- 
holders so long as the acquiring corpo- 
ration has control immediately after the 
taxpayer makes his exchange of stock. 
It will still be necessary, however, for a 
taxpayer to make his exchange in pur- 
suance of some plan of the acquiring 
corporation to acquire a controlling in- 
terest in the other corporation; to in- 
crease its stock ownership to the point 
of control; or to extend it beyond a con- 
trolling interest. 

Under the proposed revision of Sec- 
tion 368(a)(1)(B) the acquiring corpo- 
ration could acquire part of a control- 
ling interest in another corporation by 
stock-for-stock exchanges with some 
stockholders and the balance by cash 
purchases from other stockholders, all as 








Corporations and stockholders + 7 


part of the same plan. The Group stated 
in its report that this represents an ex- 
tension beyond the present B reorgani- 
zation concepts. It points out that the 
only feasible alternative would seem to 
be either (1) to require separation of the 
two plans in point of time with the 
stock exchanges following the cash ac- 
quisitions, or (2) to require that at least 
80% of the stock be acquired in tax-free 
acquisitions. The latter alternative, 
which was the rule in the B reorganiza- 
tion definition under the 1939 Code, 
was abandoned in the 1954 Code, and 
the Advisory Group stated its belief that 
this rule should not be restored, since 
it forever blocks B reorganizations if at 
any time in the past more than 20% 
of the stock was acquired by purchase. 
The other makes it essen- 
tial to determine when a plan for pur- 
chase of stock ends and a plan for stock 
exchange begins, a determination which 
frequently is difficult to make with cer- 
tainty. The Advisory Group therefore 


alternative 


recommends the proposed revision of 
Section 368(a)(1)(B) as the most satis- 
factory solution to the problem. 

When one considers the uncertainty 
involved in alternative (1) and the prob- 
lems caused by the rigidity of alternative 
(2) as evidenced by our past experience, 
the proposal by the Advisory Group 
offers a welcome solution. That the au- 
thor’s view is shared by many others is 
evidenced by the fact that while some 
of the recommendations made in the 
preliminary report met with consider- 
able opposition and were changed in the 
revised Advisory Group report, pub- 
lished in December 1958, there were no 
changes made in regard to these particu- 
lar proposals. 

The matter of tax reform 
ing considerable congressional attention 


is receiv- 


at the moment. It now looks as though 
legislation will be forthcoming and that 
the recommendations of the Advisory 
Group on this subject will be enacted 
into law. vr 


Turnbow being appealed; boot 
in reorganization questioned 


WIDE ATTENTION has been given to the 
decision of the Tax Court in Turnbow 
(32 TC 646) that a stock-for-stock acqui- 
sition was tax-free even though cash 
boot was received. Though the decision 
arose under the 1939 Code it seemed 


to be applicable under the current law 
and to permit a very attractive way to 
acquire a business. However, the cor- 
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rectness of the decision was questioned. 
See, for the comment by 
Thomas J. Donnelly in these columns 
in September 1959 (11 JITAX 138). As 
Mr. Donnelly foresaw, the government 
is not accepting the Tax Court position. 
It has announced non-acquiescence in 
the decision (IRB 196-20) and appeal has 
been taken by the Department of Justice 


to the Ninth Circuit. w 


example, 


British Motor loss carryover 
denied; Tax Court reversed 


THe Tax Court’s firm adherence to 
the position that loss carryovers cannot 
be denied to an acquired corporation— 
that 129 of the 1939 Code acts 


upon the acquirer alone—was discussed 


Section 


at some length in these columns in May 
(12 JTAX 271). Though the acquired- 
acquiring controversy in the litigation 
thus far has dealt largely with the old 
law, the same principle is applicable to 
the very important question of the right 
of each of a group of related corpora- 
tions to a separate surtax exemption. 
rhe split between the Tax Court and 
the circuit courts on the acquired-ac- 
quiring issue has been hardened by the 
Ninth Circuit’s March 31, 
1960, of the Tax Court in British Motor 
Car Distributors Ltd. The taxpayer in- 


reversal on 


curred losses for several years in the 


business of home 


Afte1 


were purchased by 


selling appliances. 
it went out of business, its shares 
individuals in the 
business of importing and selling motor 
cars. With its name changed from Em- 
pire Home Equipment Company, Inc. 
Motor 


the taxpayer engaged in the automobile 


to British Car Distributors Ltd., 


business transferred to it by its new 
shareholders. 

Thereafter, the taxpayer claimed net 
operating loss deductions based on the 


carryover of losses incurred in the home 


appliance business. These deductions 
were disallowed by the Commissioner 
under Section 129 of the 1939 Code 


which provided: “If (1) any person or 
persons acquireé . directly or indirect- 
ly, control of a corporation . . . and the 
principal purpose for which such acqui- 
sition was made is evasion or avoidance 
of Federal income taxes by securing the 
benefit of a deduction, credit, or other 
allowance which such person or corpo- 


ration would not otherwise enjoy, then 


such deduction, credit or other allow- 
ance shall not be allowed... .” 
The taxpayer did not contend that 


its new shareholders had a business pur- 
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pose for the acquisition of its stock. 
Its contention was that Section 129 did 
not authorize disallowance of an ac- 
quired corporation’s deductions. The 
Ninth Circuit, following the Fourth Cir- 
cuit in Coastal Oil Storage Co. (242 
F.2d 396, 1957) and the Fifth Circuit in 
Mill Ridge Coal Co. (264 F.2d 713, 
1959), held that the deduction could be 
denied to an acquired corporation when 
its stockholders’ principal purpose in 
acquiring its control was to secure a 
benefit which they would not otherwise 
have enjoyed—the benefit of the tax- 
payer’s net operating loss deduction. 
Since this case arose under the 1939 
Code, it is not controlling on the ap- 
plicability of its successor Section 269 of 





Business bad debt deductions denied 
stockhoider-creditors. A stockholder- off- 
cer of a corporation who was required 
to make good on his guarantee of cer- 
tain debts of the corporation is denied 
a business bad debt deduction for the 
payments. His activities with respect to 
promoting enterprises were not shown 
to be so extensive as to constitute a trade 
or business, nor did the debts bear any 
proximate relationship to any trade or 
business in which he 
Campbell, TCM 1960-39. 

Similarly, where taxpayer was an ofh- 


was engaged. 


cer and a major stockholder in a corpo- 
ration engaged in the business of dis- 
tributing TV sets and radios, bad debts 
arising from corporation’s nonpayment 
of notes held by taxpayer are deemed 
to be nonbusiness bad debts. Taxpayer 
was not engaged in the business of or- 
ganizing or financing corporations, nor 
was he engaged in the business of lend- 
ing money. The court also points out 
that the business of the corporation 
may not be treated as taxpayer’s busi- 
ness, so that the loans were not proved 
to be proximately related to his “trade 
or business.”’ Mehaus, TCM 1960-42. 


Worthless advances are loans, not capi- 
tal contributions. The jury found that 
taxpayers were in the business of buy- 
ing, selling and managing enterprises, 
and that advances made to a foundry 
company were loans, rather than capi- 
tal contributions. [No facts are report- 
ed.—Ed.| Johnson, DC Tenn., 3/14/60. 


Overall loss on brewery venture allowed; 


it was not a bad debt. Taxpayer decided 


the 1954 Code to acquisitions of loss 
corporations under current law. It may 
be noted that under Section 382(a) of the 
1954 Code the changed ownership of all 
of the stock and the change in its busi- 
ness would have required disallowance 
of the net operating loss deduction. 
However, these decisions under the 
1939 Code may have considerable in- 
fluence on multiple corporation cases. 
On their authority the $25,000 surtax 
exemption to a corporation organized 
for the principal purpose of securing the 
benefit of that exemption to its share- 
holders might be disputed. A district 
court so held in James Realty Co. (176 
F. Supp. DC Minn., 1959), 11 JTAX 
326. v 


and 


to go into the brewery business 


contracted to buy the stock of an exist- 
ing company and certain assets used in 
its business. About two years later, upon 
the «liscovery of unrecorded liabilities, 
taxpayer exercised his right to rescind 
the contract. A receiver was appointed 
and after long negotiations the whole 
business was sold to outsiders. The Tax 
Court said that taxpayer had only a 
nonbusiness bad debt (treated as a short- 
term capital loss under the Code). This 
court reverses. Taxpayer suffered a loss 
on a transaction entered into for profit. 
Taxpayer’s claim arising out of advances 
to the company was rejected by the re- 
therefore the Tax Court’s find- 
ing that the taxpayer had a bad debt is 
Protzmann, CA-1, 4/8/60. 


ceiver; 
wrong. 


“Pension” to widow to discourage stock 
sale is a dividend. A stockholders’ agree- 
ment among family members provided 
that, if any of them died, the remain- 
ing stockholders would cause the corpo- 
ration to pay the surviving widow a pen- 
sion, but only as long as she held the 
stock. The Tax Court the 
amounts agreement 


found 


paid under the 
corporate 
profit, and as such are taxable to the 
widow and are not deductible by the 
corporation. The fact that the corpora- 


tion was not a party to the agreement 


represent a distribution of 


and that the carrying out of its pro- 
visions was procured by the stockholders 
who wanted the stock to remain in the 
family was considered by the Tax Court 
as negativing any intention to make a 
gift or pay a pension. This court affirms. 
If payment is for the purpose of assur- 
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ing control over the stock then this pay- 
is not a deductible business ex- 
pense. Standard Asbestos Mfg. & Insulat- 


ng Co., CA-8, 4 /4/60. 


ment 


Jury finds that corporate payment to 
stockholder’s wife was a dividend to 
him. The principal stockholder of tax- 
payer corporation was having domestic 
difficulties. The corporation paid his 
$10,000, which it 
necessary expense to avoid a lawsuit by 


wife deducted as a 
her because of her husband’s acts per- 
formed, the corporation claimed, as its 
agent. The Commissioner disallowed the 
expense to the corporation and treated 
it as a dividend to the husband, as, in 
effect, a divorce settlement with his wife. 
both the 
and the individual tax, tried 


In this suit for refund of 
corporate 
before a jury, the jury finds for the 
government. Mobile Beverage Co., DC 


Ala., 3/14/60. 


Fraud penalty on stockholder paid by 


corporation was dividend. Taxpayer 


filed fraudulent returns for the years 
1942-1945 for a corporation of which he 
was president and stockholder. He was 
District Court 


and fined about $40,000. The corpora- 


convicted in a Federal 
tion made the payments of the fines in 
installments over a period of five years. 

Che Tax Court found that these pay- 
ments were constructive dividends to 
taxpayer in the years in which they were 
paid. The taxpayer and not his corpo- 
the 


action and the fine was imposed solely 


ration was the defendant in fraud 
upon him. In thus paying taxpayer’s 
obligation, the corporation paid him a 
The 


includible in taxpayer’s income 


constructive dividend. amounts 
were 
when they were actually paid by the 
corporation and not at the time it de- 
cided to assume the obligation since the 
corporation discharged taxpayer’s obli- 
gation only when it paid it. The court 
affirms. Sachs, CA-8, 4/20/60. 


Deed of land to stockholders was re- 
turn of loan not a dividend. An assign- 
ment of a land contract by stockholders 
to their corporation made at the specific 
request of the bank at which the corpo- 
ration was establishing a line of credit 
was, the court holds, a loan to the corpo- 
title 
Payments made by the corporation to 
the 
therefore rent required under a lease 


ration and not a conveyance of 


the vendors under contract are 


between the corporation and its stock- 
holders to be reported by the stock- 


holders as rental income. Accordingly, 
when the stockholders received direct 
from the vendors under the land con- 
tract a deed to the property, it was not 
reportable by them as a corporate divi- 
dend. Callner, TCM 1960-82. 


RELATED TAXPAYERS 


Reasonableness of rent and officers’ com- 
pensation determined. The Tax Court 
held a lease agreement between a dis- 
tributor of farm equipment and a real 
estate corporation, both owned by the 
same interests, was not made at arm’s 
length. It rent under 
lease unreasonable and determined 
amount 


the 
the 
the 
the 
payable in 


found the 


properly 
The 
reasonable 


deductible by 


lessee. court also determined 
compensation 
total to all the officers of the company. 
Since the findings are supported by the 
record, this court affirms. Midland Ford 


Tractor Co., CA-8, 4/29/60. 


Excessive rent paid to principal stock- 
holder is disallowed. Taxpayer, a family 
owned department store, leased premises 
from a 50% shareholder. Taxpayer and 
the stockholder entered into a five year 
lease wherein taxpayer agreed to pay an 
annual rent equal to 2% of its net sales. 
The Tax Court, noting that the reason- 
the prop- 
erty is $12,000, disallows annual rental 


able annual rental value of 


deducions in excess of this amount. In 
addition to the fact that these were re- 
lated taxpayers, several other facts in- 
fluenced the court to conclude that this 
was not an arms’-length lease: the rental 
prior to the percentage lease was only 
$3600 a year; the lessor-stockholder was 
retiring and would therefore no longer 
receive his substantial salary from tax- 
payer; the terms of the lease could be 
renegotiated annually; and net sales in- 
cluded 
which taxpayer rented from another 
party. J. J. Kirk, Inc., 34 TC No. 15. 


sales made from a warehouse 


Stockholders taxed on 
property contributed to their loss corpo- 
ration. Taxpayers, a father, his sons and 
$80,000 
in a corporation which failed in at- 


income from 


their wives had invested about 


tempting to market an insecticide spray. 
After the sprayer business had ceased 
the taxpayers transferred their income- 
producing farming property to the 
corporation and taxed the income of 
each piece of property to the stock- 
holder who had contributed it to the 
The court the 


action. There was no business purpose 


corporation. upholds 
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in operating through the corporation; 
the plan was merely an attempt to use 
the losses of the corporation to avoid 
tax on the income-producing property. 
In fact, there was no corporate manage- 
ment of the farms. The receipts and dis- 
bursements for each parcel were kept in 
separate bank accounts and paid over 
to the contributor of the property, and, 
in general, the previous owners con- 
tinued to manage them in the same way 
they had priox to the transfer of title. 
Haberman Farms, DC Neb., 3/30/60. 


Rent to principal stockholder was bona 
fide. Taxpayer corporations leased their 
business premises from their principal 


stockholder. The Commissioner deter- 
mined a “fair rental” for the leased 
properties and disallowed taxpayer 


corporations’ rental deductions in excess 
of it. The court allows taxpayer the full 
deduction claimed, holding that rental 
payments are deductible to the extent 
the expenditures are in fact paid as rent. 
that the rental 
paid by taxpayers was reasonable and 


Two experts testified 
the Commissioner did not offer any re- 
buttal testimony. American Metal Prod- 


ucts Corp., 35 TC No. 10. 


LIQUIDATIONS 
Liquidation of corporation occurs when 
shareholders receive assets and assume 
liabilities. Taxpayer received the assets 
and assumed liabilities of two controlled 
corporations in 1938. The court finds the 
liquidation of the corporations actually 
occurred in that year. Taxpayer was 
therefore properly charged in 1938 with 
having realized a long-term capital gain 
from these liquidations, and with having 
realized ordinary income from items ac- 
crued by each of the corporations on 
their respective books as due taxpayer. 
Hannaford, TCM 1960-78. 


Court values real estate received upon 
corporate liquidation. The fair mar- 
ket value of commercial real estate re- 
ceived as a liquidating distribution from 
a corporation by its two sole stockhold- 
$661,500. Al- 
though the valuation witnesses testified 


ers is determined to be 
that in some circumstances the value of 
an undivided interest in property might 
be less than the owner’s proportionate 
interest in the property as a whole, the 
court finds that in the area in which the 
property was situated there was no evi- 
dence that a one-half undivided interest 
was marketed for less than 50% of the 
full value. Accordingly each of the two 
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stockholders is required to report the 
receipt of $330,750. Caddington, TCM 
1960-95. 


Stockholder has capital gain on claims 
collected after liquidation. Before its 
liquidation, a corporation of which tax- 
payer was a shareholder filed claims for 
refund of customs duties. When the re- 
funds were granted, they were paid to 
the shareholders. Taxpayer contended 
the claims had no ascertainable value 
at time of liquidation and thus the sub- 
sequent realization is a capital gain, 
having the same character as the corpo- 
rate liquidation. The court so holds. 
McDonald, DC Wash., 2/23/60. 


REASONABLE SALARY 


Officers’ salaries unreasonable. Salaries 
paid by taxpayer corporation to each 
of three officer-stockholders during the 
1949, 1950 and 1951 in the 
of $52,200, $65,200 and $65,- 
200, respectively, were held by the Tax 
Court to be unreasonable in the light 
of the 


evidence negatived taxpayer’s argument 


years 


amounts 


services rendered. It found the 
that part of the compensation received 
in each of the years was intended as 
reimbursement for services performed 
in prior years. On the basis of all the 
evidence that 
properly 


concluded 
$42,500 is 
allowable to each officer for 1949, and 
$47,500 to each for 1950 and 1951. This 
The 
represented a very high percentage of 


submitted, it 


compensation of 


court affirms. salaries 


contested 
net income in the taxable years and the 
salaries of other officers remained rela- 
tively unchanged. Taxpayer paid only 
$5,000 in dividends and a comparable 
competitor paid $50,000 in dividends 
and substantially lower salaries. Stand- 
Asbestos Mfg. & 


CA-8, 4/4/60. 


ard Insulating Co., 


Officers’ salaries were reasonable. Two 
oficers had served taxpayer corporation 
for 


over 50 the taxable 


year involved, were devoting no more 


years, but in 
than two days a week to company affairs. 
One of the officers who was chairman of 
the board, was concerned with person- 
nel, inventory and general operations, 
and the other, also a director, with pay- 
roll and confidential record keeping. 
Finding that the salaries were deter- 
mined with regard to long and loyal 
past services and wide knowledge of 
company operations, the court allows 
their deduction as reasonable compensa- 
tion. The opinion does not disclose the 
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amounts involved. Hammond Sheet 
Metal Co., DC Mo., 4/8/60. 


Compensation paid founder and nom- 
inal head of hospital unreasonable. The 
salary paid to an elderly practicing phy- 
sician who was the nominal head and 
founder of a family-owned hospital is 
held to have been unreasonable where 
the services he in fact performed were 
occasional, irregular, and_ ill-defined. 
The court finds the value of his services 
did not exceed the $100 per week al- 
lowed by the Commissioner. However, 
salaries paid his two sons, also physicians 
and stockholders, whose services in op- 
erating and administering the hospital, 
together with their professional services 
to patients, which were substantial and 
on a full-time basis, are deemed reason- 
able. McClung Hospital, Inc., TCM 
1960-86. 


OTHER DECISIONS 


Construction corporation deemed col- 
lapsible. Taxpayer was the sole stock- 
holder of a corporation organized to 
purchase unimproved lots and construct 
houses on them. The corporation, when 
it was liquidated, had realized less than 
13% of its expected income from prop- 
erty sales and less than 17% of its com- 
bined expected income from sales and 
rentals. The Tax Court rules that the 
corporation is collapsible and taxpayer's 
gain on the liquidation is ordinary in- 
come. The distribution to taxpayer was 
made before the corporation realized a 
substantial part of the net income to be 
derived from the property. Heft, 34 TC 
No. 9. 


Two rental housing corporations found 
collapsible. Preliminary to construction 
on land owned by him, taxpayer made 
certain improvements including curbs, 
gutters, sewers, etc. He then formed two 
corporations which leased the land for 
99 years and engaged taxpayer's con- 
struction firm to erect rental housing 
projects. FHA-insured mortgages ex- 
ceeded construction costs by about $330,- 
000. Taxpayer’s stock in each of the 
corporations was redeemed a few months 
after completion of construction, at a 
time when the corporations had already 
realized some rental income. Taxpayer 
received about $216,000 in excess of the 
basis of his stock. The Tax Court ruled 
that the two corporations are collapsible 
and the taxpayer realized ordinary in- 
come upon the redemption. The court 
found that both corporations were 


formed for the construction of prop- 
erties with a view to a redemption of 
taxpayer's stock before the corporations 
were to realize substantial income from 
the properties. Taxpayer argued that 
more than 30% of his gain was paid 
out of rentals and therefore, since less 
than 70% of the gain was attributable 
to constructed property, the corpora- 
tions were not collapsible. But the tax- 
payer had not established that the dis- 
tribution was not made out of the excess 
of the FHA mortgage over construction 
costs. However, even if the distribution 
were out of rentals, it would still be 
attributable to constructed property. 
The court also rejected taxpayer’s argu- 
ment that part of the gain was attribut- 
able to the land improvements since 
taxpayer, and not the corporations, had 
paid for them. They were added to his 
basis of the land, not of the stock. This 
court affirms. Spangler, CA-4, 4/18/60. 


Cash distribution to shareholders makes 
corporation collapsible; sale or ex- 
change not required. Taxpayer was a 
stockholder in two corporations which 
had obtained FHA loan commitments 
to build several apartment houses. The 
apartments were completed during the 
year 1949. During the years 1950, 1951 
and 1952, taxpayer received cash distri- 
butions from the two corporations. The 
Tax Court rules the corporations are 
collapsible and accordingly the excess 
of such distributions over taxpayer's 
basis for the stock is ordinary income. 
Taxpayer’s argument that a sale or ex- 
change is a prerequisite to collapsible 
treatment has been rejected in several 
other cases; a distribution is enough. 
Taxpayer further argued that the corpo- 
rations were not collapsible on the 
ground that, prior to the distributions, 
they had realized a substantial part of 
the rentals to be derived from its prop- 
erties. The court points out that the 
code precludes collapsible treatment 
only where the corporations have real- 
ized a substantial part of the net (not 
gross) income to be derived from the 
property. Taxpayer’s final argument for 
capital gain treatment was that the 
mortgage proceeds did not exceed con- 
struction costs. The court dismisses this 
argument, noting that taxpayer erron- 
eously included land costs in his con- 
struction costs. Pomponio, 33 TC No. 
122. 


Accumulated earnings tax levied on 
family corporation. A closely-held fam- 
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ily corporation, engaged in the watch 
business, was operated profitably for 
many years but rarely declared divi- 
dends. During the years 1947 to 1950, 
sales declined but the corporation still 
operated at a profit. There was no 
“leakage” of earnings to shareholders in 
the form of interest-free loans. The rates 
assets to current liabilities 
for the years involved ranged from 5-to- 
17-to-1. On the basis of the facts 
involved, the court holds that the corpo- 
ration’s accumulations were beyond its 
reasonable business needs for the years 
1947 to 1950 and 1952 since (1) taxpayer 
had a meager dividend record; (2) tax- 
payer’s stock was closely held; (3) there 
was a large tax saving to the majority 
stockholder by forbearance; and (4) the 
Commissioner met the burden of prov- 
that there no valid business 
reason to justify the accumulations. 
Gsell & Co., 34 TC No. 4. 


of current 


1 to 


was 


ing 


Assets liquidated from an _ acquired 
corporation and transferred to a new 
one entitled to stepped-up basis. In 
order to acquire the business assets of 
a corporation operating a restaurant, 
an individual bought all of its stock at 
market value of the underlying 
assets, liquidated the corporation, and 


the 


then transferred the assets, minus some 
cash, to taxpayer corporation in ex- 
change for all of its stock. The court 
holds taxpayer is entitled to depreciate 
the assets on the basis of their fair mar- 
ket value, and is not limited to the basis 
they had in the original corporation. 
the fact that there 
was no tax-free reorganization under 
1939 Code Section 112(g)(1)(D) because 
of the absence of any continuity of in- 
the owners of the old 
corporation, and the owners of the new. 
Furthermore, the liabilities of the sole 
stockholder assumed by taxpayer upon 


This results from 


terest between 


the acquisition of the properties con- 
stituted a portion of the consideration 
furnished by it for those properties. 
Cherefore the payments of principal and 
interest on these obligations were not to 
be treated as constructive dividends to 
the stockholder. Henning Corp., TCM 
1960-90. 


Accumulated earnings tax levied; expan- 
sion purpose not proved. ‘Two corpo- 
rations whose stock was held almost en- 
tirely by one individual were engaged in 
the metal cabinet business. In 1947 both 
corporations adopted resolutions creat- 
ing various reserves amounting to a 


total of about $2 million primarily for 
self insurance and contemplated expan- 
sion. The Commissioner determined 
that both corporations were used during 
the years 1952-1954 to avoid tax on its 
shareholders by accumulating earnings 
unreasonably and he assessed the pen- 
alty tax. During the years involved the 
ratio of current assets to current liabili- 
ties ranged from 21 to 1 to 106 to 1. 
The court sustains the Commissioner 
for all the tax years involved except as 
to one corporation for the year 1953. 
Taxpayers did not shift the burden of 
proof under Section 534 (which shifts 
the burden of proof to the Commission 
when taxpayer files the requisite state- 
ment) on the question of reasonableness 
of the accumulation since the facts sub- 
mitted in taxpayer’s Section 534 state- 
ment were not sufficiently detailed to 
support the grounds relied on by tax- 
payers in such statements. The court 
finds that the contemplated expansion 
was not supported by plans, or by a 
course of conduct directed to expansion 
and, in fact, no expansion took place. 
The court refused to impose the tax on 
one corporation for the year 1953 since 
there was no increase in the total sur- 
plus and surplus reserve in that year. 
American Metal Products Corp., 34 
TC No. 10. 


Personal holding company deducts en- 
tire alternative tax. In 1951 1953, 
taxpayer had substantial long-term capi- 
tal and used the 
method in computing its Federal income 


and 


gains alternative 
tax. The entire Federal income tax so 
computed was deducted by taxpayer in 
arriving at its income subject to per- 
sonal holding company tax. The statute 
permits normal tax and surtax to be so 
deducted, but specifically denies a de- 
duction for the personal holding com- 
pany surtax, The government contends 
that the alternative capital gains tax is 
“in lieu” of all three taxes, and that 
only the portion in lieu of normal tax 
and surtax may be deducted. The court 
holds that taxpayer may deduct the en- 
tire alternative tax. Section 117(c) of the 
1939 Code imposed a single alternative 
tax on capital gains in lieu of corpo- 
rate normal tax and surtax and per- 
sonal holding company surtax. It is a 
Federal income tax and is therefore de- 
ductible in computing the PHC tax 
the express the 
statute. Furthermore, in the years in- 
volved, taxpayer’s net income was not 


under language of 


more than its net long term capital gain, 
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so its entire tax was computed under 
Section 117(c). [Section 1201 of the 1954 
Code, which provides for the alternative 
tax, does not list the personal holding 
company tax among the taxes for which 
it is an alternative—Ed.] Woodbury 
Farms & Realty Corp., Ct. Cls., 5/4/60. 


*Section 531 statement didn’t shift bur- 
den of proof; not enough facts. The 
Dixie Hotel in New York’s Time Square 
area never paid dividends; it had an 
accumulated surplus of about $700,000 
at the end of the year 1952. The Tax 
Court found that the burden of proof 
was on the taxpayer because the state- 
ment it filed attempting to shift the 
burden of gave merely the 
grounds which it urged would justify 
the accumulation but did not give 
sufficient facts to prove the reasonable- 
ness of the accumulation. The Tax 
Court upheld the penalty tax. This court 
affirms. Taxpayer did nothing but recog- 
nize future problems and discuss pos- 
sible and alternative solutions. Definite- 
ness of plan, coupled with action taken 


proof 


toward its consummation, are essential. 
Taxpayer also contend its retention of 
earning and profits was per se reason- 
able, since these were substantially less 
than its operating costs of over $1,- 
000,000 per year. This rule of thumb 
may be proper for administrative con- 
venience, but the needs of the particu- 
lar business as they existed in the par- 
ticular year are decisive. Dixie, Inc., 
CA-2, 4/14/60. 


Redemption of stock of accommodating 
stockholder not equivalent to a divi- 
dend. Taxpayer could finance the pur- 
chase of only 400 of the 750 shares of 
stock of a bus company offered as a 
unit by the then stockholders. A pur- 
chaser for the remaining 300 shares bor- 
rowed funds to make the purchase. 
After the purchase, the other party had 
his shares redeemed and used the pro- 
ceeds to pay off the loan. The court 
finds taxpayer did not realize any finan- 
cial or economic gain from the redemp- 
tion, which was not to be considered 
essentially dividend 
within the meaning of Section 115(g) 
of the 1939 Code. Niederkrome, TCM 
1960-89. 


equivalent to a 





*kindicates a case or ruling of un- 
usual importance. 


*indicates a case or ruling having 
some novelty or unusual interest. 
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Contingencies in deferred compensation 


agreements may still be a wise precaution 


by RICHARD H. APPERT 


Though Rev. Rul. 60-31 ends the danger of premature constructive receipt of 


income in many deferred compensation agreements, there are still areas in which 


the use of contingencies is desirable. Mr. 


. Appert discusses particularly modification 


of existing agreements in which the pressure for deferral comes from the employee. 


He shows the advantages and hazards in 


IRS policy and the recent Drysdale case. 


bg FIRST PRINCIPLE in deferred com- 
pensation tax planning is that no 
unqualified plan will be satisfactory if 
it is funded. The provisions of the 
Code itself are the support of this prin- 
ciple. Under Section 404 payments by 
the employer under any deferred com- 
pensation plan are deductible only in 
the year of payment, and, further, pay- 
ments under a non-qualified plan are 
deductible only if the employee’s rights 
are non-forfeitable at the time the pay- 
ment is made. The employee having 
such non-forfeitable rights is taxed un- 
der Section 402(b) or 403(c) at the time 
contribution is made. Non-forfeitability 
thus destroys deferment. 

On the other hand, if the employee’s 
rights are forfeitable at the time a con- 
tribution is made, the employer gets no 
deduction. According to the Regula- 
tions,! this deduction is lost forever, al- 
though the Court of Claims in Russell2 
has held that the employer is entitled 
to a deduction when a payment is sub- 
sequently made from the fund to the 
The Internal Revenue Serv- 
ice has announced that it will not follow 
this decision. 


employee. 


rhus the funded unqualified plan is 
in an impossible situation: Either no 
deferment will be achieved because the 
employee’s right are non-forfeitable or, 
if deferment is achieved by making the 
rights of the employee forfeitable, the 
employer will lose his deduction forever 
unless he litigates the issue and the 
viewpoint of the Court of Claims pre- 
vails over that which has been main- 


using contingencies in the light of the new 


tained for many years by the Treasury. 

How can the deferment be achieved? 
The answer would seem to be by al- 
most plan or agreement under 
which the employee has a right to be 
paid only in the future and in which 
he relies on the general credit of the 
employer to make the payment to him 
at the later date. There must be no 
transfer of funds to a trust, purchase of 
annuities, deposit of funds in escrow 
or any other arrangement resembling 
a funding in which the employee ob- 
tains rights in the fund instead of re- 
lying solely on the credit of the em- 
ployer. 


any 


Contingencies 

If there is no funding, is it necessary 
to make the employee’s rights contingent 
or forefeitable? For many years special- 
ists in taxation have discussed the pos- 
sibility that a non-contingent contrac- 
tual right to receive payments in the 
future might itself be taxed as compen- 
sation in the year earned, either on the 
theory of constructive receipt or on a 
theory that such a right in itself con- 
stituted property which should be taxed 
to the employee at its current value. 
The argument is often made that this 
is the proper result, particularly in the 
case of an unqualifiedly solvent em- 
ployer. The point is made that an em- 
ployee is taxed if his employer pur- 
chases for him an annuity issued by, let 
us say, The Prudential Insurance Com- 
pany, although all he has is the obliga- 
tion of The Prudential Company to 


make future payments. Should the same 
result follow if the employer is, say, 
United States Steel Corporation and, 
as compensation for services rendered to 
it, it promises to pay its employee cer- 
tain amounts in the future? 

It has always seemed to me that there 
is a real difference between these two 
situations. In the case in which the em- 
ployee receives a Prudential Insurance 
Company annuity, the employer has 
promised the annuity as payment for 
the services. When the employee re- 
ceives the annuity, the employer has 
paid the compensation which he prom- 
ised and the employee has received the 
compensation he bargained for. If 
United States Steel Corporation em- 
ploys an employee under a deferred 
compensation contract and agrees, let 
us say, to pay $50,000 for one year’s 
services, payable at $10,000 a year over 
the five years following the rendering 
of the services, the employee has bar- 
gained for cash and the employer has 
not paid the agreed compensation until 
it has paid the cash. Hence, it seems 
to me that it is perfectly consistent 
that a cash-basis taxpayer would have 
to report as income the value of The 
Prudential annuity in the first illustra- 
tion but would not have to report in- 
come in the case of the second illustra- 
tion until he actually received the cash. 

Because of the uncertainty as to the 
way in which this argument would final- 
ly be resolved by the Internal Revenue 
Service and the courts, it has become 
quite customary to safeguard the posi- 
tion of the employee by putting into 
the deferred compensation agreement 
contingencies of one sort or another. 
The favorite provisions have been a 
provision making the payments condi- 
tional upon the employee not com- 
peting with the employer or a provision 
requiring the employee to render ad- 
visory services. Frequently it has been 
a combination of both. 


Rule recently changed 


Revenue Ruling 60-314 indicates that 
the Treasury now takes a view of de- 
ferred compensation which makes the 
insertion of contingencies for tax pur- 
poses unnecessary. This Ruling considers 
five illustrative cases of deferred income 
and, where no funding is involved, holds 
that the recipient is taxed only in the 
year in which the cash is received, even 
though in an earlier year he had a 
non-contingent right to be paid in the 
future. The Ruling holds that a mere 
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[Richard H. Appert, a member of the 
New York Bar, is a member of the New 
York City law firm of White and Case. 
This article is adapted from part of a 
Management Compensation 
Plans—Tax Problems, which he gave at 
the Fordham University School of Law 
Second Annual Institute on Corporate 
Counsel this Spring. It has been revised 
in light of subsequent developments, 
notably the reversal by the Sixth Circuit 
of the Drysdale case.) 
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promise to pay not represented by notes 
or secured in any way is not regarded 
1s receipt of income within the intend- 
ment of the cash receipts and disburse- 
ments method. The Ruling makes it 
clear, however, that any escrowing or 
funding of the employer’s promise to 
pay will result in the employee being 
currently taxed. Unfortunately, the rul- 
Service will 
not issue advance rulings in specific 


also states that the 


ing 
cases involving deferred compensation 
payment arrangements. 

The principles of the recent Ruling 
with respect to deferred compensation 
may be applied specifically in any num- 
ber of ways. For example, an executive 
could be hired under a contract under 
which he is to work for five years at 
an annual compensation of $50,000, of 
$30,000 would be payable cur- 
rently and $20,000 would be payable 
at the rate of $2,000 a year during each 
of the ten years succeeding the date of 
termination of the contract. Under such 
an arrangement the employee would be 
taxed on $30,000 a year during the 
years of active service and then would 
$10,000 a representing 
$2,000 for each of the five years worked, 
during each of the ten years following 
There 


would seem to be no necessity that the 


which 


receive year, 


termination of the contract. 
employee be hired under a term con- 
tract. Instead he could be employed at 
the rate of $50,000 a year, $30,000 to 
be paid currently and the remaining 
$20,000 to be paid in equal annual 
installments over a ten-year period be- 
ginning with the year following the 
year in which he retired, died or other- 
wise terminated his employment. Profit 
sharing plans can be entered into under 
which an amount equivalent to a spe- 
cific percentage of profits is credited on 
the books of the employer among a 
group of key employees, to be paid to 
them in stated installments after retire- 
ment, death or other termination of 
service. Such a plan might provide for 


earlier payments in the discretion of 
the employer without resulting in tax- 
ation to the employee before the 
amounts are actually received. Both em- 
ployment agreements and profit sharing 
plans are dealt with in the recent Rul- 
ing of the Internal Revenue Service on 
deferred compensation. 


Providing for payments 


I have stated that in order to make a 
deferred compensation plan effective for 
tax purposes there must be no funding. 
This does not mean, however, that the 
liability of the employer cannot be re- 
flected on his books. Neither does it 
mean that the employer may not put 
funds aside to meet his obligation so 
long as these funds remain the property 
of the employer, subject to the reach of 
the employer’s creditors, and the em- 
ployee obtains no rights in the fund. 

For example, the employer could put 
money into a separate bank account or 
invest money in securities for the pur- 
pose of providing the employer with 
funds to meet his obligation to make the 
deferred payments when they became 
payable. He could also purchase annui- 
ties for this purpose so long as he owned 
the annuities and the employees them- 
selves had no rights in them. However, 
it would seem that the agreement with 
the employee should not require the em- 
ployer to set up any such fund since such 
an agreement might be construed as 
giving the employee rights in the fund 
which would constitute the 
funded plan. 


plan a 


In the second of the five illustrations 
given in Rev. Rul. 60-31, the profit 
sharing plan there involved provided 
that the employee was to be credited 
with a share of the net amount, if any, 
realized by the employer from investing 
any portion of the amount credited to 
the account of each employee. It should 
be noted, however, that there was no 
requirement that the employer invest 
any amounts. There was only a pro- 
vision that if there were earnings from 
such an investment, these earnings were 
to be credited to the employee’s ac- 
count. 

There would seem to be no reason 
that a deferred compensation agreement 
could not provide for the ultimate pay- 
ment of an amount equivalent to the 
deferred compensation plus _ interest 


1 Reg. Sec. 1.404 (a) -12. 

2175 F. Supp. 159 (Ct. Cls., 1959). 
8 Rev. Rul. 59-383, IRB 1959-49, 30. 
4 Rev. Rul. 60-31, IRB 1960-5, 17. 
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thereon. This would seem to present 
even less difficulty than the participa- 
tion in the earnings of a fund just dis- 
cussed, since in effect it is only another 
way of arriving at the fixed amount of 
the ultimate payment. 

It seems to me that there might be 
a problem in making interest payable 
currently on the amounts of compensa- 
tion to be paid in the future and since 
this might lead to a contention upon the 
part of the Internal Revenue Service 
that the contract right represents an 
interest-bearing obligation rather than 
a mere promise to pay in the future. 


Problems remaining 


I do not think it can be said that all 
problems of constructive receipt of de- 
ferred been dis- 
persed by the Treasury's change in 
Rev. Rul. 60-31. In the first place the 
Ruling itself contains the warning that 
in each case involving a deferral of com- 
pensation a determination of whether 
the doctrine of constructive receipt is 
applicable must be made upon the basis 
of the specific factual situation involved. 
Furthermore, in practice the deferral 
arrangement is generally inserted in the 
contract at the wish of the employee 
rather than the employer. While the 
Ruling states that the statute cannot be 


compensation have 


administered by speculating whether the 
payor would have been willing to agree 
to an earlier payment, it is possible 
that the Internal Revenue Service might 
be in a position to avoid the impact of 
its own Ruling by saying that under the 
facts of a particular case there is no 
speculation about it. 


Modification of contract 


There would seem to be no problem 
into an 
original contract or into a new contract 


where the employee enters 
extending the period of service beyond 
that covered by a former contract. But 
what about the modification of an ex- 
isting contract to defer compensation 
which the existing contract makes pay- 
able currently? It is clear from both the 
cases and the recent Revenue Ruling 
that once the compensation has been 
earned it is too late to enter into an 
payment 
date. But suppose for instance an em- 
ployee has a five-year contract of $50,000 
per year and has worked three years, 
receiving $150,000. He then enters into 
an agreement with his employer modi- 
fying his contract as to the remaining 
two years to provide that he will re- 


amendment postponing the 
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ceive $30,000 a year currently and 
$20,000 a year on a deferred basis. This 
deferment would seem to be effective 
under the recent Revenue Ruiing, but 
I don’t think that it is beyond all ques- 
tion. 


Oates case accepted 

The recent Ruling, in addition to 
discussing the five illustrative cases, also 
withdrew the prior non-acquiescence of 
the Internal Revenue Service in the 
Oates case.5 The Oates case involved a 
general insurance agency contract which 
provided for the payment of renewal 
commissions to the general agent after 
his retirement with respect to policies 
which had been sold by him during his 
agency and were renewed after his re- 
tirement. The contract was modified be- 
fore the agent retired to give him an 
irrevocable election to have the renewal 
commissions spread over a period of 
years instead of being paid as the polli- 
cies were renewed. This deferment was 
held effective for tax purposes on the 
ground that the modification was made 
before the right to the commissions had 
accrued by reason of the renewal of the 
policies. The Tax Court, in reachin 
considerable 
than tax reasons, 
motivating the modification of the con- 


this result, put stress on 


the reasons, other 
tracts and also cited the Veit case® in 
which the Tax Court, in holding that 
the modification of a contract to defer 
the payment date of amounts still to be 
took 
particular pains to point out that the 
modification subter- 
fuge and sham for the purpose of en- 
abling the petitioner to postpone his 
income tax on the amounts 
to another year” but was “an arms’ 
length contract, arrived at in the ordi- 
nary course of business.” 


earned thereunder was effective, 


was not a “mere 


involved 


Drysdale case 


On the other hand, in the very recent- 
ly reversed Drysdale case,7 the Tax 
Court had held there was a constructive 
receipt where an employment contract 
was amended at the instance of the em- 
ployee to provide that compensation for 
advisory services subsequent to termina- 
tion of full time employment, which 
would have been paid currently under 
the original contract, was to be paid 
over to a trustee for payment to the 
employee after he had ceased full time 
activity for any employer, an event 
which happened two years later. As in 
the Oates and Veit cases, the modifica- 


July 1960 


tion was made before the right to the 
payment for the years affected had been 
earned by the rendition of services. 
Nevertheless, the court held that there 
was constructive receipt because, unlike 
that in the Oates case, the modification 
was not bona fide but at the instance 
of the employee only. 

The Tax Court decision was reversed 
by the Sixth Circuit on the ground that 
the evidence did not justify the conclu- 
sion that the modification was not bona 
fide but at the instance of the employee. 
The court of appeals also rejected the 
argument that the taxpayer was taxable 
upon the payments to the trustee be- 
cause at the time of such payment his 
rights were nonforfeitable. The Tax 
Court had interpreted the amended con- 
tract to mean that the obligation of the 
employer to make the payments to the 
trustee was contingent upon the ren- 
dering of service, but that the employees 
rights were absolute once the payments 
were made to the trustee. The circuit 
court interpreted the contract to mean 
that the right to receive payment from 
the trustee was also contingent upon 
the continued rendition of 
Hence it held that the payments to the 
trustee were noi the economic equiva- 
lent of payment to the taxpayer. 

Since the reversal of the Tax Court in 
the Drysdale case was grounded largely 
on evidentiary grounds and differences 
in the interpretation of the contract 
rather than a rejection of the principle 
upon which the Tax Court’s decision 
was grounded, the language of the Tax 
Court in the Drysdale case may prove 
troublesome in situations where existing 
contracts are modified at the instance 
of the employee merely to defer the 
time for payment. 


services. 


Services contingency 


Because of the emphasis which the 
courts have placed upon the business 
reasons for the modifications where they 
have given tax effect to modifications 
which change only the time for pay- 
ment of compensation, there would still 
seem to be cause for worry where a 
contract is changed at the instance of 
the employee and only with respect to 
the time for payment. To avoid all 
possibility of constructive receipt it may 
still be decided to include in the de- 
ferred compensation agreement one or 
both of the contingencies previously 
mentioned. Even apart from this con- 
sideration, there may be situations in 
which the employer for non-tax reasons 


wishes to make the future payments con- 
ditional upon the employees not enter- 
ing into a competing business or into 
the employment of his competitors or 
may wish to retain the consulting and 
advisory services of the employee after 
retirement. There are two observations 
which I would like to make with respect 
to the insertion of these two conditions. 


Avoid phoney “services” 

First of all, if it is not expected that 
advisory services are actually going to 
be rendered, I think it inadvisable to 
put in such a condition as mere window- 
dressing. By the time the particular tax- 
able year comes up for audit, the em- 
ployee may be retired and the facts 
may show that he has never been called 
upon for advisory services and the con- 
dition may be disregarded by the Serv- 
ice and the courts as not being seriously 
intended. On the other hand, it is 
pretty difficult for the Service to argue 
that a covenant not to compete, which 
is fully performed by the employee do- 
ing nothing, was not seriously intended! 


Status as independent contractor 


Secondly, if any advisory service clause 
is desired by the employer it is advisable 
to make it abundantly clear in the 
wording of the contract that the services 
are to be rendered as an independent 
contractor and not as an employee. This 
may be important from two standpoints. 
The first is from the standpoint of 
social security benefits. If, at the time of 
receipt of the deferred compensation, 
the employee is an independent con- 
tractor, he will not lose his social secur- 
ity benefits, no matter how large the 
deferred compensation payments, in 
any month in which he can show he 
has not rendered substantial services. If 
he is an employee, on the other hand, 
he. loses one month’s social security 
benefits for each $80 which he receives 
in excess of $1,200 per annum unless 
he can prove that his wages attributable 
to that month did not exceed $100 by 
showing that the amounts received were 
attributable to some other month or 
year.® Secondly, if the employer has a 
5 James Oates et al., 18 TC 570 (1932), affd. 207 
F.2d 711, (CA-7, 1958). 
® Howard Veit, 8 TC 809 (1947). 

7 George W. Drysdale et al., 32 TC 378 (1959), re- 
versed Drysdale, (CA-6, April 20, 1960). 

8 See Boulevard Frocks, Inc., 1943 P-H TC Memo. 
Dec. 43,007. 

* See Sec. 203(e), Social Security Act; Reg. Sec. 
404.416. 


19 Sec. 2039, IRC. 
11 Sec. 691(c), IRC. 
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qualified profit sharing plan involving 
lump-sum payments payable on account 
of the employee’s death or other separa- 
tion from service, the receipt of com- 
pensation for advisory services as an 
independent contractor would seem 
not to destroy his right to receive such 
lump-sum payments at capital gain 
rates under Section 402(a) or 403(a)(2), 
whereas the continuance of his status 
as an employee for the purpose of ren- 
dering advisory services will clearly de- 
stroy his right to capital gains treatment 
of the lump-sum distribution from the 
qualified profit sharing plan unless the 
plan is geared to make the lump-sum 
payable only when such advisory em- 
ployment terminates. 

It should be noted that reliance on a 
non-competition clause only can never 
cause any difficulty with respect either 
to social security benefits or to the right 
to capital gains treatment on the re- 
ceipt of a lump-sum payment from the 
employer’s qualified profit sharing plan. 


Impact on qualified plans 


Another problem arises with respect 
to the impact of a deferred compensa- 
tion contract on a qualified profit shar- 
ing plan. Suppose an executive enters 
into a contract to work for compensa- 
tion of $50,000 a year, $30,000 payable 
currently and $20,000 deferred but not 
subject to contingencies. If he is also 
a participant in a qualified profit shar- 
ing plan, can his participation for the 
current year be based on the $50,000 
which is the fully accrued liability of 
the employee or must his share be based 
on the ratio of $30,000 to the salaries 
of the other covered employees? I have 
been informed that the Internal Rev- 
enue Service has not yet ruled on this 
point, but I think a strong case for 
measuring his participation on the basis 
of the full $50,000 lies in the fact that 
the limitation on the total contribution 
which the employee may make to the 
plan under Section 404(a)(3)(A) of the 
Code is 15% of the compensation other- 
wise paid or accrued to the beneficiaries 
of the plan. Of course, if the deferred 
compensation is subject to contingen- 
cies, there is no accrual and the right 
to deferred payments could not be the 
basis of current profit sharing partici- 
pation. 


Employer’s deduction 

Up to this point my discussion of non- 
funded profit sharing plans has dealt 
principally with the tax consequences to 


the employee. So far as the employer is 
concerned, the first point to remember 
is that, as in the case of all compensa- 
tion, the employer can take the deduc- 
tion only to the extent the total compen- 
sation paid is reasonable. Furthermore, 
under any plan involving the deferment 
of compensation, the employer can take 
the deduction only when the payments 
are made. There is no problem with re- 
spect to forfeitability in the case of an 
unfunded plan since at the time when 
the payments are actually made to the 
employee there is no question but that 
his right to them is nonforfeitable. 


Disadvantage to employer 


Deferred compensation arrangements 
in which the employee’s rights to future 
payments are non-contingent make for 
one disadvantage from the employer's 
viewpoint. The deferred compensation 
is deductible for tax purposes only when 
paid, but must be accrued for current 
accounting purposes since the deferred 
amounts represent compensation for 
services rendered during the current 
year and the employee’s rights to them 
are fully accrued in the current year. 
For this reason, an arrangement under 
which the employee receives payments 
after termination of his regular employ- 
ment for rendering advisory service or 
for refraining from competition may be 
more attractive to the employer since 
under arrangements of this type the 
right to the deferred payments has not 
fully accrued in the year in which the 
regular employment services are ren- 
dered. 


Death benefits 


In the event of the death of an em- 
ployee before he has received all of the 
amounts payable to him under a con- 
tract providing for deferred compensa- 
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tion, the deferred payments may or may 
not be payable in full to his estate or 
his beneficiary. If the employee's rights 
to the deferred payments is uncondi- 
tional, there is no reason why the con- 
tract should not provide that the em- 
ployee’s estate will receive all of the 
payments which have been earned up 
to the time of his death and these 
amounts would be fully taxable to the 
recipient as income in respect of a de- 
cedent. The $5,000 death benefit ex- 
emption provision under Section 101(b) 
of the Code would not be applicable be- 
cause this exemption is applicable in 
the case of payments under a non-quali- 
fied plan only where the amount is 
payable by reason of death and is not 
an amount to which the decedent had 
a nonforfeitable right while living. How- 
ever, if the contract provides for pay- 
ments to the estate or the beneficiaries 
of the employee in excess of the compen- 
sation, deferred or otherwise, already 
earned in the event that the employee 
should die before completing his term 
of service, such excess would seem to 
constitute a death benefit to which the 
exclusion would apply. Similarly, it 
would seem that if the employee's rights 
to payment after termination of service 
are conditioned upon the rendering of 
services or refraining from competition, 
but equivalent amounts are payable to 
his beneficiaries without any conditions 
should he die during the pay-out period, 
such payments would also seem to qual- 
ify for the death benefit provision. 
Since none of these contractual pay- 
ments to a deceased employee’s estate or 
beneficiary are pursuant to a qualified 
plan, they would be subject to estate tax 
in his estate.1° However, the estate tax 
attributable to the payment would con- 
stitute a deduction in computing the 
income taxable to the recipient.11 * 


Tax legislation stymied by controversy 


over medical care for the aged 


‘ae LONG-DRAWN-OUT BATTLE Over pro- 
posed changes in social security to 
provide medical care for the aged has 
had the result of preventing work by 
the House Ways and Means Committee 
on tax legislation. Observers fear that 
as the pressure for adjournment mounts 
many of the technical bills will be cast 
aside. 

This may be the fate of H.R. 10, the 
self-employed individuals retirement 


bill. This has been passed by the House 
but the general expectation is that if 
the Senate passes any bill it will adopt 
at least the Treasury proposal that the 
restrictions applicable to corporate plans 
be made applicable to plans of the self- 
employed (i.e. that their employees be 
covered, too). That a bill so amended 
would also find the log-jam in the House 
Ways and Means Committee impassable, 
is a distinct possibility. 








16 ¢ The Journal of Taxation 
The Senate Finance Committee limit- 
ed its mid-May hearings on the bill to 
the Treasury proposals that pension 
benefits of owner-managers of corpora- 
limited 


tions be as the self-employed 


would be limited—essentially the old 
Treasury position that only a specified 
fraction of each contribution can be 
allocated to stockholder-employees. The 
Committee excluded from consideration 
at the hearings the Treasury suggestions 
for elimination of capital gains treat- 
ment of distributions from pension 
funds and revision of estate and gift tax 


treatment of the plans. 


New Proposal 

At the hearings the Treasury made a 
new proposal that the self-employed be 
permitted to invest the funds in a new 
kind of 


ment 


non-negotiable Federal govern- 


retirement bond. Some Senators 


suggested that this ought to be extended 
to all taxpayers not covered by some 
kind of pension plan. 

H.R. 9662, bill to Sub- 


chapters J and K, has been passed by 


the revise 


the House but has been considerably 


the Senate Finance Com- 


amended by 
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Doctsr’s choice of cash or purchased an- 
nuity for services constructive receipt. 
[Taxpayer doctor was a radiologist who, 
under an oral agreement, rendered serv- 
ices to two hospitals and received a 
X-ray 
the hospitals. In 1954 taxpayer request- 


percentage of charges made by 
ed the hospitals to purchase annuities 
for him in lieu of his receiving the per- 
centage. The hospital complied with his 
request. Subsequently taxpayer and the 
hospitals agreed to pay certain amounts 
directly to him and use the balance to 
purchase annuities. Taxpayer did not 
report the purchase of the annuities as 
income. Since 1942 the law had pro- 
vided that employees of exempt institu- 
tions would not be taxed on annuities 
purchased for them until they collected 
the proceeds. The court finds that this 
provision was not intended to cover 
situations such as this where in effect 
the taxpayer merely directed investment 
of his compensation. He constructive- 
ly received the income. [The 1958 ‘Tech- 
nical Amendments Act provides that 
taxable income to 
employees of exempt institutions to the 


such annuities are 
extent they exceed an exclusion allow- 
ance.—Ed.| Zeltzerman, 34 TC No. 8. 
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mittee. The bill to revise Subchapter C 
after being briefly considered by the 
Ways and Means Committee was re- 
ferred back to its staff for further draft- 
ing. 

As noted in the June issue (12 JTAX 
364) changes in the taxation of foreign 
income are encountering difficulty. A 
revision of the computation of the limi- 
tation on foreign tax credits is generally 
regarded as the only provision likely to 
be passed this year. 

The Technical Amendments bill it- 
self (H.R. 9625) has had stripped from 
it some of the urgent and uncontro- 
versial proposals. As separate bills they 
are going through Congress but the re- 
mainder is, like the other tax legisla- 
tion, blocked up in the Ways and Means 
Committee. 
commentators believe the bill 
to permit deduction of lobbying ex- 
penses, also discussed in June (12 JTAX 
341), has a slight chance of passage. 


Some 


Chere is considerable pressure for its 
enactment being built up by business 
groups and it may be enough to over- 
come the reluctance of the legislators to 
deal with the issue in an election year. * 





Deduction allowed corporation for 1941 
contributions to forfeitable profit-shar- 
ing trust [Old law] [Acquiescence]. Over 
the years taxpayer corporation establish- 
ed the practice of sharing profits with 
its employees by establishing a trust at 
the end of each year and making con- 
tributions to the trust which were then 
distributed to the employees in the next 
one, two or three years. The court holds 
the trusts are a profit-sharing plan and 
the 
simply year-to-year payments of compen- 
sation, deductible as business expenses. 
For the contributions for years after 
1942 to be deductible, the plan must 
qualify under the Code; since it does 
not, 


not, as corporation contended, 


the contributions are not deduct- 
1941 
are allowable as reasonable compensa- 
tion. Wesley Heat Treating Co. 30 TC 
10, acq., IRB 1960-13. 


ible. However, contributions in 


Partial non-deductibility of employer 
contributions to qualified pension plan. 
A qualified pension plan funded by a 
group annuity contract was amended to 
provide for payment of supplemental 
benefits to retired employees and addi- 
tional benefits to other eligible partici- 


pants. The employer contributed an 
amount to fund the full cost of all sup- 
plemental annuity benefits then payable 
and the cost of the additional benefits 
for each active service employee based 
on the future service credit which would 
accrue in later years if the employee 
should be employed until his normal re- 
tirement date. Shortly thereafter, the 
employer ceased business and_termi- 
nated the employment of all active serv- 
ice employees, but the plan continued 
in effect to the extent of the then fully 
funded benefits. The Code limits the 
maximum deduction for employer con- 
tributions for the purchase of retirement 
annuities to five per cent of the total 
annual compensation of all employees 
covered by the plan, plus any additional 
amount to provide the remaining un- 
funded cost of past and current services 
distributed as a level amount or a level 
percentage of compensation over the 
remaining future service of each em- 
ployee. A distribution of costs as a level 
percentage of aggregate compensation 
over a one-year period is not acceptable. 
When costs are determined on an in- 
dividual basis such costs dis- 
tributed the remaining 
until the normal date for the beginning 
of the individual’s retirement 
It is held that the full amount con- 
tributed by the employer in the instant 


must be 
over period 


benefits. 


allowable deduction in 
the year of payment. The allowable de- 
duction must be computed by distribut- 
ing the unfunded cost of past and cur- 
rent service credits over the period re- 
maining until the normal commence- 
ment of retirement benefits to the em- 
ployees. Rev. Rul. 60-132. 


case is not an 


Sears’ termination of subsidiary’s pen- 
sion plan is not separation from em- 
ployment. Taxpayer was an employee 
of a wholly-owned subsidiary of Sears, 
Roebuck, making him eligible to _par- 
ticipate in Sears’ pension plan. When 
Sears sold 50% of the subsidiary’s stock, 
employees of the subsidiary were no 
longer eligible and were given the right 
to withdraw their interests in the fund. 
This change of ownership, which did 
not affect the corporate existence of the 
subsidiary, is not a separation of tax- 
payer employment and _conse- 
quently taxpayer does not come within 
the Code provision giving capital gain 
treatment to withdrawals upon separa- 


from 


tion. The payment is ordinary income. 
The district court is afirmed. McGowan, 
CA-7, 4/26/60. 
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How the IRS Intelligence Unit attacks 


and builds up a net worth case 


by LEONARD BAILIN 


Practitioners who read this not-very-fictional description of the investigation of a 


suspected tax fraud may well exclaim, “Well, I never knew Agents did that.” Of 


course, methods vary from investigator to investigator and from district to district, 


and certainly everything described in this article has been discussed before in these 


columns, though in less concrete terms. This exposition dramatizes the care with 


which Intelligence works and the responsibilities of taxpayers’ representatives. 


T% GOVERNMENT'S Jos in proving a 
criminal tax fraud case is a difficult 
and arduous one. There are generally ne 
witnesses to a tax fraud, or to any single 
act which alone will prove the fraud. 
Che Special Agents of the Intelligence 
Unit assisted by the Revenue Agents of 
the District Director’s Office go through 
a long, careful and painstaking proce- 
dure in processing preparing a 
criminal tax case for trial. To illustrate 
this procedure, I combined the 
more dramatic aspects of a number of 
tax fraud cases. Most of the “facts” 


and 
have 


are 
true and are based upon actual cases 
handled by the Internal Revenue Serv- 
ice although, of the 
re fictitious. 

The Inteiligence Unit of the Internal 
Revenue Service 


course, characters 


is charged with in- 
vestigating allegations of criminal tax 
evasion. In the New York office a Spe- 
cial Agent is assigned to the task of read- 
ing the daily newspapers to ascertain 
possible tax evasion suggested by any of 
the newspaper articles. 

One day in 1954, the Special Agent so 
assigned clipped out an article describ- 
ing the arrest of Dr. Smith, a practicing 
physician, charged with performing an 
illegal abortion. This article 
warded to another Special 


was for- 
Agent for 
preliminary investigation. 

Two weeks later, the Special Agent 
visited the neighborhood of Dr. Smith’s 
medical practice and residence and made 
inquiries at the local banks. He found 
that Dr. Smith maintained a _ business 
checking account in one of those banks, 


and he asked permission to look at 
copies of Dr. Smith’s bank statements 
for 1952 and 1953. The bank produced 
the statements which showed sizeable de- 
posits and large checks, suggesting that 
Dr. Smith was a man of more 
moderate means. 

The Special Agent returned to his 
office and requisitioned Dr. Smith’s in- 
come tax returns for the years 1951, 
1952 and 1953, which showed a net in- 
come from medical practice of about 
$8,000 per annum and approximately 
$2,000 per annum in dividends, interest 
and net capital gains. The income re- 
flected by the tax returns seemed to be 
small in the active bank ac- 
The Special Agent decided to 
carry the investigation further. The case 
was then jacketed and a request was 
made that a Revenue Agent be assigned 
to inquire into Dr. Smith’s civil tax 
liability. A Revenue Agent of the tax 
fraud group of the District Director's 
office was assigned. 

When the Special Agent and the Rev- 
enue Agent met to discuss the case, it 
was decided that the Revenue Agent 
would conduct a “routine audit”! of Dr. 
Smith’s tax returns for 1952 and 1953. 
He contacted Dr. Smith and arranged 
an appointment for an aud-t, which was 
conducted at Dr. Smith’s office 
presence of the doctor 
countant. 

Dr. Smith kept no regular books of 
account. However he entered daily re- 
ceipts in a day book, and these entries 
formed the basis for the gross income 


than 


view i 
counts. 


in the 
and his ac- 
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reported on his tax returns. The Rev- 
enue Agent checked the figures and the 
arithmetic; he requested verification of 
deductions, most of which were either 
represented by checks or appeared to 
be reasonable; he requested and was 
given a list of all bank accounts includ- 
ing savings banks, all brokerage ac- 
counts including brokerage statements, 
a list of securities held and a list of 
government bonds held. He examined 
all savings bank accounts to determine 
interest income, examined all brokerage 
accounts and securities records to deter- 
mine dividend income and capital trans- 
actions, cancelled 
checks in an attempt to gather informa- 
tion relative to acquisition of assets and 
cost of living expenditure. He inquired 
briefly into bank deposits and bond pur- 
chases, taking care not to alarm the 
taxpayer or his accountant. He inquired 
about real estate holdings and was told 
that Dr. Smith had purchased the house 
in which he lived and practiced in 1946. 
The Revenue Agent then adjourned the 
audit with a request that certain bills be 
obtained by the taxpayer in order to 
verify a few questionable deductions. 
The Revenue Agent and the Special 
Agent then met for a second time at the 
Special Agent’s office to review all the 
data obtained by the Revenue Agent. 
The bank deposits seemed excessive in 
view of the reported income. The asset 
acquisitions, when added to the indicated 
moderate cost of living, exceeded the 
reported income by a substantial amount 
in each of the years examined. In view 
of the fact that Dr. Smith was engaged 
in a profession in which cash receipts 
y of the 
bank deposits and asset acquisitions, the 
Revenue Agent and the Special Agent 
felt that they now had the first con- 
crete evidence of tax fraud. It was de- 
cided that the full scale joint investiga- 


and analyzed all 


were predominant and in view 


tion would be continued. 


Full scale investigation 


Tax returns for the years 1948 through 
1950 were requisitioned, thereby ex- 
The 
Special Agent now undertook to gather 
all possible evidence relating to Dr. 
Smith’s financial affairs. All local com- 
mercial banks were circularized in order 
to discover all checking accounts and 
safe deposit boxes in the possession of 


panding the audit to six years. 


1 The current policy of the Intelligence Division 
no longer permits “‘routine audits’”’ by the revenue 
agent in a joint investigation. However a case 
may be referred to the audit division for examina- 
tion of books prior to joint investigation. 
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the taxpayer or his wife. All savings banks 
in the borough of Dr. Smith’s residence 
were circularized, and two previously 
unknown savings accounts were un- 
covered. The Post Office Department 
was instructed to forward to the Treas- 
ury Department a list of the return ad- 
dresses on all mail received by Dr. 
Smith. As a result of this activity, one 
charge account and one brokerage ac- 
count were uncovered. All known 
brokers doing business with Dr. Smith 
were visited; records of all transactions 
were obtained; and all business refer- 
ences of Dr. Smith were investigated. A 
request was mailed to Chicago for a 
record of all U. S. Government Bond 
transactions made by Dr. Smith. The 
State Motor Vehicle Bureau was request- 
ed to report all registrations of auto- 
mobiles by Dr. Smith. The County 
Clerk’s office was visited in an attempt 
to check real estate acquisitions. All 
local storekeepers and grocers were 
visited and questioned in an attempt to 
gather cost of living information. Major 
department stores were circularized in 
an attempt to discover charge accounts 
and purchases. 

Analysis of cancelled checks made 
from Recordak films in the banks re- 
vealed that moderate sums were spent 
for vacations. A fur coat belonging to 
Dr. Smith’s wife had been remodeled. 
No new automobiles were purchased 
during the years under investigation. 

The bank holding the mortgage on 
Dr. Smith’s residence and office was 
visited. Financial statements given to the 
bank in 1946 by Dr. Smith were exam- 
ined. All references were checked. 

Six months after the commencement 
of this intensive investigation, the Spe- 
cial Agent and the Revenue Agent met 
to assemble the facts and figures. Net 
worth statements and cost of living state- 
ments were prepared for January 1, 
1948, and for December 31, 1948, and 
for December 31st of each subsequent 
year until December 31, 1953. It was 
found that Dr. Smith’s net worth in each 
year increased despite the fact that his 
cost of living appeared to be about equal 
to his reported income. It was found 
that on December 31, 1953, Dr. Smith’s 
net worth exceeded $125,000. Although 
the evidence was as yet inconclusive, 
fraud seemed to be present. 

The foundation of every net worth 
case is the starting point—without an 
accurate opening net worth statement 
all subsequent net worth statements are 
of doubtful value. In this case the agents 
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[Leonard Bailin, an attorney and certi- 
fied public accountant, has been a mem- 
ber of the Tax Fraud Group in the Up- 
per Manhattan Division of the IRS. He 
is now in practice in New York City.] 





had some evidence tending to establish 
the opening statement, bolstered by the 
financial information given to the mort- 
gagee bank in 1946. However they were 
still unable to prepare a net worth state- 
ment as at January 1, 1948, which would 
be correct beyond a reasonable doubt. 
It was now decided to give the tax- 
payer an opportunity to hang himself. 


Taxpayer's statements 


A conference was arranged at the 
office of the Intelligence Unit. Present 
were Dr. Smith, his accountant, the 
Revenue Agent, the Special Agent and a 
stenographer. The taxpayer was told 
that he could not be forced to answer 
any questions which might incriminate 
him. He was asked for his voluntary co- 
operation, since there appeared to be 
some questions concerning the accuracy 
of his income tax returns for the past 
few years. Dr. Smith said that he had 
nothing to hide and would willingly 
answer all questions. He was then ques- 
tioned in great detail about his financial 
and tax affairs, a brief summary of 
which follows: 

Q. Who prepared your income tax re- 
turns for the years 1948 through 1953? 

A. My brother-in-law, who is now de- 
ceased, was an accountant and he pre- 
pared the returns. 

Q. Where did he get the figures and 
information? 

A. From my daybook and from my 
checks. I gave him all the other in- 
formation myself. 

Q. Are these your signatures on the 
tax returns? 

A. Yes. 

The taxpayer was then asked about 
his bank accounts, safe deposit boxes, 
brokerage accounts, bond purchases, 
assets, charge accounts, vacations and 
other cost of living items—all in an at- 
tempt to verify carefully all the work 
previously done and in an attempt to 
ascertain additional information. Tax- 
payer answered all questions, overlook- 
ing certain assets, but naming a few 
others previously unknown to the 
agents. He testified that he was married 
in 1930; that his wife had no money or 
income of her own; that during 1948 
through 1954 they had purchased no 
furs, jewelry, real property, autornobile, 


etc. The interrogation then proceeded: 

Q. During the past 15 years have you 
ever received any gifts of money or sub- 
stantial property from anyone? 

A. No. 

Q. During the past 15 years have you 
ever inherited any money or substan- 
tial property? 

A. My father died in 1948. For 40 
years prior to his death, he owned a re- 
tail furniture store. His estate consisted 
of very little assets and a lot of debts. I 
personally had to give money to the 
estate in order to pay some of the bills. 

Q. Have you ever had any large 
amounts of cash in your possession? 

A. In 1942 I was called to duty in the 
United States Army. Prior to entering 
the Army, I sold my medical practice 
and all of my medical equipment. I con- 
verted all of my securities and other 
assets into cash. I had about $30,000. I 
felt that cash was the only safe asset. 

Q. Where did you keep this cash? 

A. In a safe deposit box. 

Q. What happened to this cash? 

A. When I was discharged from the 
Army in 1946, I used the cash to buy a 
house, a car, new medical equipment, 
clothing, etc. 

Q. On January 1, 1948, did you still 
have any cash in your possession? 

A. No. 

Q. What happened to the safe deposit 
box? 

A. I surrendered it in 1947 since I 
no longer needed it. 

Q. During the years 1948 through 
1953 did you have any source of income 
other than your medical practice, your 
stocks, and your bonds? 

A. No. 

Q. Would you be willing to prepare 
sworn net worth and cost of living state- 
ments for the period 1948 through 1953 
and submit them to us? 

A. Yes. 

Dr. Smith’s accountant was then given 
forms on which to prepare the net worth 
statements and it was agreed that they 
would be submitted within one month. 
The taxpayer was told that he would 
be advised about any subsequent action, 
and the conference was thereupon con- 
cluded. 


Net worth computations 


The Special Agent now checked all 
additional information obtained in the 
interview. Photostats of all records were 
made. The agents then prepared com- 
plete net worth and cost of living state- 
ments based upon all available informa- 
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tion. It was found that Dr. Smith’s net 
worth on December 31, 1953, was about 
$200,000. The opening net worth state- 
ment on January 1, 1948, could now be 
prepared with reasonable certainty since 
all unknown factors had been explained 
in the interview. However, one small 
difficulty remained. A savings account 
which contained about $6,000 had re- 
mained constant since 1949. Unfor- 
tunately, the bank had lost or misplaced 
its record of this account prior to 1949. 
Though it was reluctantly assumed that 
this account had been inactive since 
prior to January 1, 1948, the agents 
continued to worry about the account 
because it constituted a hole in their 
otherwise solid starting point. 

The Revenue Agent made all appro- 
priate adjustment in the net worth 
statements, including depreciation and 
capital transactions. It was found that 
Dr. Smith had understated his net in- 
come by $20,000 to $30,000 in each of 
the six years examined. The correct tax 
was computed and the alleged amount 
of evaded tax was determined. 


Final conference scheduled 


A final conference was then scheduled 
to give the taxpayer an opportunity to 
explain the discrepancies between his 
reported income and his income as de- 
termined by the agents. The taxpayer 
was asked to bring in copies of all sav- 
ings accounts, together with the sworn 
net worth and cost of living statements 
that he had promised. 

Present at this conference were Dr. 
Smith, his accountant, the Revenue 
Agent, the Special Agent and the Spe- 
cial Agent’s group supervisor. A steno- 
grapher was not present. Dr. Smith at 
this late stage had not yet retained legal 
counsel, Dr. Smith’s accountant stated 
that his client would not submit sworn 
net worth and cost of living statements. 
However, under questioning, Dr. Smith 
verified most of the individual items ap- 
pearing on the statements prepared by 
the agents. 

Dr. Smith, upon being asked, pro- 
duced all of his savings bank books, in- 
cluding the one that the agents had 
been unable to trace back to 1948. This 
book revealed that most of the $6,000.00 
had been deposited in 1948 and 1949. 
This information not only increased the 
amount of the evasion, but it closed the 
hole in the opening net worth state- 
ment. 

Dr. Smith was then informed, that ac- 
cording to the calculation made by the 


Revenue and Special Agents, he had 
failed to report a substantial amount of 
income in each of the six years 1948 
through 1953, that he owed a substantial 
amount of tax for those years, that 
fraud penalties and estimated tax penal- 
ties were contemplated, and that crim- 
inal prosecution for income tax evasion 
was being considered. The taxpayer was 
asked whether he could give any ex- 
planation for the agents’ findings. 

The taxpayer’s accountant then spoke. 
He said that both he and Dr. Smith were 
surprised and shocked to hear that 
criminal prosecution was contemplated. 
He declared that they had never realized 
that there was even a possibility of 
criminal prosecution and that both he 
and Dr. Smith had fully cooperated with 
the agents during the investigation. 
They had been under the impression 
that a routine audit was in progress. 
The accountant cited Dr. Smith’s excel- 
lent war record, and said that Dr. Smith 
was an outstanding and respected mem- 
ber of the community. He said that Dr. 
Smith had no previous criminal convic- 
tions or prosecutions on any grounds, 
that if there was a mistake on the tax 
returns, the mistake was not intentional, 
that the returns were prepared by Dr. 
Smith’s brother-in-law, now deceased, 
and that Dr. Smith did not know what 
was in the returns. The accountant con- 
cluded his arguments with a request for 
copies of the net worth and cost of liv- 
ing statements which the agents had pre- 
pared. 

This request was refused. The con- 
ference was concluded. 

Immediately after the conclusion of 
the conference, the Special Agent pre- 
pared a written summary of everything 
that was said. The summary was signed 
by the Revenue Agent, the Special 
Agent and the Special Agent’s group 
chief. On trial, all three Revenue em- 
ployees would be able to give an accu- 
rate report of everything that was said, 
almost as effectively as if a stenographer 
had been present. 

The Revenue Agent next prepared 
a complete report necessary for the cor- 
rect computation of the tax involved. 
The Special Agent prepared a complete 
and detailed report setting forth all of 
the evidence in the case together with 
a complete and detailed analysis of all 
2 A prosecution case is reviewed in the Intelligence 
Division, in the office of the Regional, Counsel, in 
the Tax Division of the Department of Justice and 
finally in the United States Attorney’s office. The 


taxpayer or his counsel will be granted a hearing 
at all stages, if he so requests. 
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the facts in the case, together with a 
recommendation for criminal prosecu- 
tion for all years not barred by the 
Statute of Limitations. 

The internal procedure involved in the 
Treasury Department and the Depart- 
ment of Justice in reviewing and for- 
warding recommendations for criminal 
prosecution is beyond the scope of this 
article.? Suffice it to say that about eight 
months after the Special Agent’s re- 
port was submitted, the case was re- 
ceived in the U. S. Attorney’s office and 
assigned to an Assistant U. S. Attorney. 

A conference was then held in the 
office of the U. S. Attorney. Present 
were Dr. Smith’s accountant, Dr. Smith’s 
attorney and the Assistant U. S. Attor- 
ney. For the first time, the net worth 
statements prepared by the agents were 
exhibited to Dr. Smith’s representatives. 
The accountant carefully studied the 
statements. Then he dropped a bomb- 
shell. He said that in 1939, Dr. Smith 
had purchased $60,000 of U. S. govern- 
ment bonds. In 1949 these bonds were 
sold and the proceeds were used for 
subsequent security purchases. 

This was apparently a valid explana- 
tion of the source of $60,000 of the 
money spent from 1949 through 1953. 
If this $60,000 came from the sale of 
bonds acquired in 1939 and on hand on 
January 1, 1948, the increase in net 
worth during the years 1949 through 
1953 must be reduced accordingly. Ex- 
cept for a relatively minor interest in- 
come adjustment, the government’s case 
was tremendously weakened. The con- 
ference was adjourned. 

The Special Agent was asked to in- 
vestigate this latest disclosure. He once 
again wrote to the Government Bond 
Office in Chicago with a request that 
U. S. bond purchases and sales in the 
name of Dr. Smith be carefully checked. 
The reply confirmed the sale of $60,000 
of U. S. bonds by Dr. Smith in 1949. 


Disclosure investigated 


The Special Agent was not satisfied. 
There was no bank deposit or security 
purchase involving $60,000 immediately 
after the sale of the bonds. Where did 
the $60,000 go? He sat in his office and 
looked at the 1949 bank statements. His 
curiosity was aroused by a small bank 
charge on one of the statements. There 
was no obvious explanation for the 
charge. The Special Agent went to the 
bank and inquired about the bank 
charge. It was discovered that the $60,- 
000 was held for a short time by the 
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bank in a special account and then was 
used for the purchase of additional 
U. S. Government bonds still held by 
Dr. Smith. Due to a change in the spell- 
ing of taxpayer’s name, this subsequent 
purchase had never been discovered and 
this additional $60,000 of bonds owned 
by Dr. Smith had not been included in 
the net worth statements prepared by 
the agents. 

Now that the agents could add these 
bonds to the assets held by Dr. Smith 
at each year end, the innocent explana- 
tion of the net worth increase vanished. 
Once again the figures compelled the 
inference that undeclared income was 
the source of the asset acquisitions. 

Dr. Smith was indicted and pleaded 
guilty to income tax evasion. 


Taxpayers missteps 

Dr. Smith may have been a capable 
physician. However, he was not an 
astute tax man—nor was his accountant. 
The following analysis illustrates the 
manner in which the taxpayer and his 
accountant hastened the eventual indict- 
ment and conviction: 

1. When contacted by the Revenue 
Agent for the routine audit, Dr. Smith 
and his accountant gave their complete 
cooperation. It is generally accepted pro- 
cedure to give a Revenue Agent com- 
plete cooperation in his performance of 
a routine audit, and this is as it should 
be. However, it is the duty of a repre- 
sentative to satisfy himself that the audit 
is in fact routine. If he has any suspicion 
that the audit is more than routine, he 
had best stop and evaluate his client’s 
position. A representative is not ex- 
pected to cooperate his client into jail. 

2. Dr. Smith appeared at the office of 
the Intelligence Unit with his account- 
ant and submitted to questioning under 
oath. He did this without obtaining the 
advice of legal counsel and appeared 
without legal counsel. The primary pur- 
pose of the Intelligence Unit is the 
preparation of criminal tax cases. It is 
never advisable for a taxpayer to sub- 
ject himself to the questioning of 
trained and skillful Special Agents with- 
out the advice of counsel, and it should 
be done only in the presence of his own 
attorney. 

3. When asked about the preparation 
of tax returns, Dr. Smith answered that 
they were prepared by his brother-in- 
law, now deceased, from information 
supplied by himself. This was a damag- 
ing admission since it conceded that Dr. 
Smith himself supplied the figures for 
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the tax return. This statement could not 
be refuted thereafter since the brother- 
in-law could not testify. 

4. The taxpayer and his accountant 
voluntarily supplied a host of net worth 
and cost of living information, some of 
which was not previously known. This 
information was vital in the preparation 
of the net worth statements. However, 
the taxpayer omitted naming certain 
material assets some of which were al- 
ready known to the agents. In so doing 
he not only perjured himself, but he 
supplied the U. S. Attorney with potent 
material to be used on cross-examina- 
tion at a trial. It is far better not to 
answer a question at all, than to give a 
a false answer. 

5. Dr. Smith stated that he had not 
received any appreciable gifts in the 
past fifteen years. It is vital in a net 
worth case that all sources of assets 
other than income be eliminated. It is 
practically impossible for a Special 
Agent to prove independently that a 
taxpayer received no non-taxable gifts. 
It remained for the taxpayer himself to 
prove this for the Special Agent. 

6. Dr. Smith stated that despite his 
father’s death in 1948, he inherited 
nothing. He even added that he per- 
sonally paid some of his father’s debts. 
It is common for a taxpayer under in- 
vestigation to attempt to impress the 
investigators with his integrity, honesty 
and generosity to others. In denying any 
inheritance and in asserting payment of 
his father’s debts, Dr. Smith was proving 
his own good character and fair-minded- 
ness. However, a Special Agent is not 
particularly interested in these character 
traits. In this case, he was interested 
only in the fact that he had closed an- 
other possible non-taxable source of 
assets. 

7. The agents were momentarily per- 
plexed when Dr. Smith told about the 
sale of all his possessions in 1942 and 
the conversion of all his assets into $30,- 
000 of cash kept in a safe deposit box. 
However, Dr. Smith went on to admit 
that he had spent this money in 1946 
and 1947, and had had no appreciable 
cash on hand on January 1, 1948. The 
possible existence of a large accumula- 
tion of cash at the starting date of the 
net worth statements is a constant threat 
to a successful prosecution in a net 
worth case. It may be difficult for the 
U. S. Attorney to prove beyond a rea- 
sonable doubt that the taxpayer could 
not have had a large cash accumulation 
which he subsequently deposited or in- 


vested. Dr. Smith, not realizing the im- 
plications, admitted having no cash ac- 
cumulation on the starting date. 

8. Dr. Smith, under questioning, 
eliminated his wife as a possible source 
of assets. In doing this he saved the 
Special Agent a considerable amount of 
work. Whenever a taxpayer voluntarily 
provides information which otherwise 
must be ferreted out by weeks of work, 
he inspires the Special Agent to devote 
those same weeks of work to gathering 
additional evidence and to further 
strengthening his case. 

9. At the final conference, still with- 
out legal counsel, Dr. Smith produced 
the bankbook, a record of which could 
not be obtained from the bank, due to 
the loss of the bank’s record. Although 
practically every source of information is 
open to the Treasury Department, it is 
always possible that circumstances may 
arise to thwart the Special Agent. Some- 
times the lack of one small bit of in- 
formation may preclude criminal prose- 
cution. A taxpayer should beware lest he 
himself be the one to supply it. 

10. At the final conference, Dr. 
Smith’s explanations and arguments 
relative to the allegations were all in- 
valid. A taxpayer’s good war record, his 
respected standing in the community 
and his cooperation with the investigat- 
ing agents may all be mitigating factors 
when presented to a judge prior to 
sentencing. However, they are of rela- 
tive unimportance to the Special Agent 
when he considers whether or not to 
recommend prosecution. Most convicted 
tax evaders are otherwise respected 
members of the community and most of 
them have cooperated with the investi- 
gating agents. At a final conference, only 
facts which cast reasonable doubt on 
the agents’ allegations are of impor- 
tance. 

11. At a conference with the assistant 
United States Attorney, the govern- 
ment’s net worth statements were ex- 
hibited for the first time. Dr. Smith’s 
representative eagerly pointed out a 
material error in the omission of $60,- 
000 of bonds in the opening net worth 
statement. This fact, if delivered at the 
trial, might have been enough to cast 
reasonable doubt on the entire govern- 
ment case. The government agents 
might not have had sufficient time to 
check into all of the surrounding and 
subsequent facts while the trial was al- 
ready in progress. 

All phases of defense strategy should 
be carefully planned. Government 
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agents and 
months to the preparation of even a 


simple tax evasion case. Defense counsel 


attorneys devote. many must be particularly careful, skillful and 


astute if he hopes to overcome such 
worthy adversaries. vv 


New fraud and negligence decisions 


Penalty upheld though accountant 
failed to prepare tax estimate [Acquies- 
cence]. The court held that taxpayer’s 
failure to file declarations of estimated 
tax is not due to reasonable cause mere- 
ly because his accountant did not pre- 
pare the declarations. Reliance upon an 
accountant would constitute reasonable 
failure to file only if the ac- 
countant had given the matter reason- 
able consideration and had recom- 
mended against filing. Here the tax- 
payers did not ask for definite advice 
nor did the accountant specifically ad- 
vise with regard to the required date of 
32 TC No. 10, acq., IRB 


cause for 


filing. Bryan, 
50-1959. 


Doctor’s omissions from income fraud- 
ulent. Where a doctor failed to report 
substantial amounts of professional in- 
come determined through his patient 
history cards, the court finds evidence 
of a pattern of fraudulent conduct and 

the fraud penalties. Bickley 
TCM 1960-63. 


sustains 
Estate, 


Addition to tax for failure to file esti- 
mate. Although taxpayer filed estimates 
in previous years, she failed to do so in 
1950 when her income far exceeded the 
statutory amount requiring declara- 
The district court upheld the ad- 
dition to tax under the 1939 Code for 
failure to file. This court affirms. Tax- 
payer on her son for 
filing declarations, but there is no evi- 
dence that her accountant advised her 
that an estimated return should not be 
filed for 1950. Sami, CA 5, 3/24/60. 


tion. 


claims reliance 


Fraud not proved by showing only net 
worth increase and total tax paid [Ac- 
quiescence]. It was too late for the Com- 
missioner to assess tax for the years here 
in issue unless he could prove fraud. 
The Commissioner was able to compute 
taxpayer’s net-worth increase for these 
years and the taxpayer agreed it was 
correct. However, the IRS had already 
destroyed the returns for those years 
and could show only the net amount 
of tax paid. The majority held that the 
Commissioner had not met the burden 
of proving fraud—there is no proof of 
the amount of income reported. Previ- 








ous non-acquiescence is withdrawn. 
Rubinstein, 29 TC 861, acq., IRB 1960- 
13. 


Accountant’s return not fraudulent | Ac- 
quiescence]. The Tax Court decides that 
the Commissioner failed to produce 
clear and convincing evidence of fraud. 
He merely showed that taxpayer, a 
C.P.A., had omitted certain checks and 
cash from income. The court recognizes 
that taxpayer, on an accrual basis, might 
have accrued the omitted receipts in 
prior years. The Commissioner should 
have shown the year in which the re- 
ceipts were accruable and that more in- 
come was accruable in that year than 
was reported. Spitaleri, 32 TC 988, acq., 
IRB 1960-13. 


Gambler’s omissions fraudulent. The 
failure on the part of an operator of a 
nightclub and gambling establishment to 
report large amounts of income was 
held fraudulent by the Tax Court in 
the light of the nature of the operations, 
the character of the operator’s records 
and tax returns and his lack of co-opera- 
tion with the agents during the course 
of their examination. This court affirms, 
upholding the Tax Court’s finding as to 
the amount of gambling income. Tax- 
payer kept a two column record of 
weekly transactions, income from “over- 
lays in” deduction from “over-lays out” 
(known in the trade as “lay-offs”.) A 
weekly entry was made in only one of 
the two columns, but taxpayer’s conten- 
tion that he is entitled to additional 
deductions for lay-offs is rejected. 
Through reference to the more complete 
records of another gambler with whom 
taxpayer did business, the Tax Court 
properly concluded that taxpayer’s week- 
ly single entry was a net figure. How- 
ever, the case is remanded because for 
a three-week period in the taxable year 
the Tax Court did not follow its own 
single theory. Siawder, CA-5, 4/22/60. 


Jury refunds fraud penalty. Upon in- 
structions, the jury finds that the Com- 
missioner has not met his burden of 
proving civil fraud. Taxpayer’s claim 
for refund of the penalty is granted. 
Jones, DC Ga., 4/13/60. 
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How much reliance on a revenue ruling ? 


Law forbids some retroactive revocations 


by WALTER H. BEAMAN 


Retroactive revocation of an excise tax exemption, infinitely more painful than 


retroactive revocation of an income tax exemption, is forbidden by an obscure 


provision of the 1926 Revenue Act, which, believe it or not, is still in force. 


Mr. Beaman, pointing out the business importance of this rule, traces the his- 


tory of the survival of the 34-year-old statute and urges that it be formally added 


to the Internal Revenue Code. 


| sabi WHAT protection does a tax- 
payer derive from a Revenue Ruling? 
This perplexing question is again raised 
by the excise tax case of Cory Corpora- 
tion v. Sauber,1 now pending before 
the U. S. Supreme Court. That case 
brings to light a relatively obscure but 
nonetheless important point of law: 
certain kinds of excise tax rulings are 
invested with statutory validity and can- 
not be disregarded by the courts or re- 
voked retroactively by the Commissioner. 


1926 Revenue Act 


The curious aspect of this rule is its 
source. It is found not in the 1954 Code, 
but in Section 1108(b) of the Revenue 
Act of 1926.2 It would be natural to as- 
sume that the 1926 Revenue Act has 
been long since repealed, but in Rev. 
Rul. 54-1723 we find the statement that 
Section 1108(b) of that act is “regarded 
[by the Internal Revenue Service] as 
still being in effect even though not 
incorporated in the Internal Revenue 
Code.” In its brief to the Supreme Court 
in the Cory case the Department of 
Justice acknowledges that this provision 
is still good law. And in the Procedural 
Rules, at 26 CFR Section 601.201 (i)(6), 
we find the following paragraph: 

“Under the provisions of Section 
1108%6) of the Revenue Act of 1926, a 
ruling holding that the sale or lease of 
a particular article is subject to the 
manufacturers’ excise or the retailers’ 
excise tax must be limited in its retro- 
active application in any case where (i) 


such ruling reverses a prior ruling hold- 
ing the particular article to be non- 
taxable, and (ii) the taxpayer in reliance 
upon such ruling parted with possession 
or ownership of such article without 
passing the tax on to his customer.” 


Income tax rule differs 


The phrase “must be limited in its 
retroactive application” [emphasis sup- 
plied] stands out in marked contrast to 
the Service’s view of the Commissioner's 
discretionary power to revoke income 
tax rulings retroactively. Income tax rul- 
ing revocations are governed by Section 
7805(b) of the 1954 Code, which reads: 

“Retroactivity of Regulations or Rul- 
ings.—The Secretary or his delegate may 
prescribe the extent, if any, to which 
any ruling or regulation, relating to the 
internal revenue laws, shall be applied 
without retroactive effect.” 

Under this provision the government 
has successfully contended that the Com- 
missioner may revoke an income tax ex- 
emption ruling and collect back taxes 
for years during which the ruling was 
in force.t The current position of the 
Internal Revenue Service with respect 
to income tax rulings may be summar- 
ized as follows:5 If such a ruling is re- 
voked or modified, the Commissioner 
will ordinarily specify that the change 
will be given prospective effect only; 
he is given this power to withhold retro- 
active application of the change by Sec- 
tion 7805(b), I.R.C. 1954; but he is not 
compelled to exercise this power, and if 


he does not do so the revocation or 
modification will be applied both pros- 
pectiveiy and retroactively. 


Excise Tax Rulings 


Te vigor with which the government | 


has asserted this position with respect 
to income tax rulings makes it some- 
what surprising to discover the Com- 
missioner’s declaration in the above- 
quoted Regulation that he is powerless 
to give retroactive effect to the revoca- 
tion of certain excise tax rulings. The 
source of the difference is Section 1108 
(b) of the Revenue Act of 1926, and be- 
fore proceeding further, let us look at 
this provision. We quote below both the 
(a) and (b) subsections of this section, 
the first of which will be recognized as 
the precursor of Section 7805(b), quoted 
above: 

“(a) In case a regulation or Treasury 
decision relating to the internal revenue 
laws, made by the Commissioner or the 
Secretary, or by the Commissioner with 
the approval of the Secretary, is reversed 
by a subsequent regulation or Treasury 
decision, and such reversal is not im- 
mediately occasioned or required by a 
decision of a court of competent juris- 
diction, such subsequent regulation or 
Treasury decision may, in the discretion 
of the Commissioner, with the approval 
of the Secretary, be applied without 
retroactive effect.” 

“(b) No tax shall be levied, assessed, 
or collected under the provisions of 
Title VI of this Act on any article sold 
or leased by the manufacturer, producer, 
or importer, if at the time of the sale 
or lease there was an existing ruling, 
regulation, or Treasury decision holding 
that the sale or lease of such article was 
not taxable, and the manufacturer, pro- 
ducer, or importer parted with posses- 
sion or ownership of such article, rely- 
ing upon the ruling, regulation, or 
Treasury decision.” [Emphasis supplied.] 


Is Section 1108(b) still alive? 


Two questions are immediately pre- 
sented. First, was not this provision of 
the 1926 Act repealed when the 1928 
Revenue Act was passed, or, if not then, 
when the 1939 Code was enacted? Sec- 
ond, why does not the reference to taxes 
assessed ‘“‘under the provisions of Title 
VI of this Act” (ie., of the 1926 Act) 
make the provision ineffective with re- 
spect to taxes assessed under the 1954 
Code? The answer to the first question 
seems to be simply that Congress has 
never seen fit to repeal Subsection (b) 
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of Section 1108 of the 1926 Act. The 
answer to the second question is more 
involved, but the ultimate conclusion is 
that Congress intended the provision to 
apply to all subsequent excise tax laws 
similar to Title VI (the excise tax title) 
of the 1926 Act, and did not intend its 
application to be restricted to internal 
revenue laws in force in 1926. 


Provision never repealed 


Attacking these questions in order, 
we shall first investigate whether Section 
1108(b) has not been repealed. A con- 
venient way to do this is to follow the 
history of the (a) Subsection in its trans- 
formation from the form above quoted 
to its present form as Section 7805(b), 
quoted supra. We find that in 1928, 
Subsection (a) of Section 1108 was 
amended to eliminate the reference to 
revocations required by court decisions.® 
No reference was made to Subsection 
(b). In 1934, the (a) Subsection was 
further amended, again with no mention 
of Subsection (b).7 

Coming up to the year 1939, we find 
1108 of the 1926 Act still on 
the books, Subsection (a) having been 
twice amended, but Subsection (b) re- 
maining unchanged. In passing the 1939 
Code, Congress expressly repealed Sec- 
tion 1108(a), and re-enacted it verbatim 
as Section 3791(b), IRC 1939. By con- 
trast, Section 1108(b) was neither re- 
pealed nor was its substance enacted into 
the 1939 Code in any form. The opera- 
tive language of the repeal provision is 
contained in Section 4 of c. 2, 53 Stat. 
Part 1, page 1 which states that the 
enactment of the 1939 Code would ef- 
fect a repeal of “such laws and parts of 
laws codified herein.” Since Section 
1108(b) was not codified in the 1939 
Code, it was not repealed by this lan- 
guage. Page LXII of the Appendix to 
the 1939 Code, 53 Stat., Part 1, contains 
a Table C entitled, “Internal revenue 
statutes expressly repealed” (by the en- 
actment of the 1939 Code). Subsection 
(b) of Section 1108 of the 1926 Act is 
not listed in this table. 

The 1954 Code did not disturb this 
situation. While it repealed Section 
3791(b) of the 1939 Code (the successor 
1266 F.2d 58 CA-7, 1959, cert. granted 11-23-59, 
No. 436. 

*C. 27, 44 Stat. 9, Title XI, Section 1108(b). 

* CB 1954-1, 394, 401. 

‘ Automobile Club of Michigan, 353 U.S. 180 1957. 
5 But see Lesavoy Foundation, 238 F.2d 589 CA-3, 
1956. 

e scaled 605, Rev. Act. of 1928, c. 285, 45 Stat. 
791. 


* Section 506, Rev. Act of 1934, c. 277, 48 Stat. 680. 


Section 


[Walter H. Beaman, a member of the 
New York and Virginia Bars, was former- 
ly a member of the Tax Division of 
the Department of Justice.] 





of Section 1108(a) of the 1926 Act) and 
re-enacted it as Section 7805(b), I.R.C. 
1954, it neither codified nor repealed 
Section 1108(b) of the 1926 Act. 

Thus it appears that Section 1108(b) 
of the 1926 Act has been in effect, with- 
out amendment, from its original en- 
actment until today. 


Applicable to 1954 Code taxes 


The second question is whether the 
reference in Section 1108(b) to taxes as- 
sessed “under Title VI of this Act” (the 
1926 Act) makes it inapplicable to taxes 
assessed under the 1939 and 1954 Codes. 

The answer is found in the committee 
reports accompanying the 1928 Act.8 
It appears that in 1928 Congress experi- 
mented with the idea of codifying the 
revenue laws. These laws were customar- 
ily enacted as successive revenue acts, 
each of which repealed and re-enacted, 
with appropriate changes, the provisions 
of the immediately preceding act. In 
1928 a partial codification was at- 
tempted. The procedural provisions of 
the 1926 Act were invested with the 
dignity of a rudimentary type of code. 
Instead of being repealed and re-en- 
acted, with changes, these provisions 
were continued in force, with appropri- 
ate amendments. The Committee Report 
contains this statement: “It is to be 
noted in particular that provisions such 
as those in Titles X, XI, and XII of the 
1926 Act as well as other titles thereof 
remain in full force and effect (except 
as amended by the new Act) for the 
taxable year 1928 and subsequent tax- 
able years. For instance, Section 1107 
applies to income taxes for 1928 and 
future years. Its application is not re- 
stricted to ‘internal revenue laws’ in 
force at the time of its enactment.’ 
[Emphasis supplied.] 

The significance of the emphasized 
language lies in the fact that Section 
1108(b), like Section 1107, was contained 
in Title XI of the 1926 Act, and was 
thus among those sections which re- 
8S. Rep. No. 960, 70th Cong., Ist Sess. [1928], CB 
1939-1, (Part 2) 409. 
® Note 8, supra, at p. 421. 

10 Seidman, “Legislative History of Federal In- 
come Tax Laws, 1938-1861,” Prentice-Hall, 1938, 
at pp. 886-887. 

11 Section 1314, Rev. Act of 1921, c. 136, 42 Stat. 
227. 


12 Section 1008, Rev. Act of 1924, c. 234, 43 Stat. 
253. 
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mained “in full force and effect;” fur- 
thermore, its application was not to be 
considered as restricted to excise taxes 
contained in the 1926 Act, but was to 
continue “for 1928 and future years.” 

Thus it appears that Section 1108(b) 
of the 1926 Act is not only still in effect, 
but also that it is applicable to excise 
taxes assessed under the 1939 and 1954 
Codes. 


Tax procedures + 


Reason behind Section 1108(b) 


Having now arrived back at our point 
of departure, let us examine Section 
1108(b) and the Regulation (quoted 
above) which interprets it, to discover 
the reason for its survival. 

The legislative history reveals the 
evil that the section was designed to 
correct. The adoption of the provision 
was recommended to Congress in 1919 
by the Secretary of the Treasury.1° He 
reported the following situation, which 
with a little modernization can be recon- 
structed as a 1960 case. An Internal 
Revenue Regulation was issued hold- 
ing the sale of certain articles exempt 
from tax. All manufacturers of these 
articles thereupon sold them without 
charging their customers the 5% tax. 
They were forced to sell tax free be- 
cause the act imposed a $1,000 fine for 
representing that an article was subject 
to tax when in fact it was not. (Com- 
pare the present Section 7211, IRC 
1954). Two years later, the Regulation 
was held invalid (by the Attorney Gener- 
al, but since he no longer undertakes 
to pronounce on the validity of Regu- 
lations, let us suppose the invalidation 
had been accomplished by a Supreme 
Court opinion), and sales of the articles 
in question were declared taxable. Since 
the Commissioner then had no power to 
refrain from applying the holding retro- 
actively, it became his duty to assess 
two years’ back taxes on all manufac- 
turers who had sold the article tax free 
in reliance on his Regulation. 

The Treasury recommended to Con- 
gress that the Commissioner be given the 
power, in such circumstances, to apply 
the new Regulation without retroactive 
effect. The result of this recommenda- 
tion was the insertion in the Revenue 
Act of 1921 of a provision! similar to 
that quoted above as Section 1108(a) 
of the 1926 Act. In the 1924 Act, the 
section was continued and expandéd by 
the addition of the (b) subsection.!? and 
the whole provision was incorporated 
into the 1926 Act as Section 1108. 

The necessity for such a rule is plain. 
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If the Commissioner rules that an arti- 
cle is not subject to tax and manufac- 
turers rely on his ruling by selling tax 
free, a retroactive application of a 5% 
or 10% tax on the gross sale price could 
result in disaster. To realize the serious- 
ness of the situation, compare it to the 
retroactive revocation of an income tax 
exemption ruling. To have an exempt 
corporation ruled taxable on a retro- 
active basis is an extremely serious situ- 
ation, to be sure, and an extremely 
inequitable thing; but the effect of it, 
strictly speaking, is that the corporation 
which expected to keep all of its net 
income gets to keep only a part of it. 
By contrast, the retroactive imposition 
of a gross receipts tax, such as the manu- 
facturers’ or retailers’ excises, may result 
in taking away the entire net income 
and more, turning profit into loss, ‘Thus 
if the net profit were 9% before federal 
income tax, retroactive application of 
the 52% corporate tax would reduce it 
to about 4.5%; but retroactive imposi- 
tion of a 10% gross receipts tax would 
wipe out all profit and result in a loss. 
As a typical example consider this: as 
1959, the regulations on 
air-conditioners were changed to make 


of December 1, 


all self-contained units taxable.13 Previ- 
ously the Treasury had demanded tax 
only on air conditioning units of less 
than one horsepower.4 Since the law 
has always directed that the tax be im- 
“self-contained air-conditioning 
units’15 it may be asked why the horse- 
power test was ever adopted. The an- 
swer is that Internal Revenue felt with 
justification that although the statutory 
language did not confine the tax to 
articles of the household type, it was 


posed on 


Congress’s intent to tax only 
rather than 

trial or commercial air conditioners; and 
in 1948, when the horsepower test was 
adopted, all household type units then 


being sold were rated at less than one 


con- 


sumer-type items, indus- 


horsepower. 

The less-than-one-horsepower criterion 
was then adopted as a convenient way 
of arriving at the proper classification 
of air conditioning units as taxable or 
nontaxable. After a number of years 
during which conditions changed, it 
the attention of the Service 
that some of the household types of 


came to 


138 Regs. Section 48.4111-2(c). 

4ST 934, CB 1948-2, 180; modified by Rev. Rul. 
54-462, CB 1954-2, 410, and Rev. Rul. 57-459, CB 
1957-2, 725. 

15 Section 4111, IRC 1954. 

16 Regs. Section 48.4111-5(c). 
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units sold were capable of developing 
more than one horsepower. In due 
course the horsepower test was dis- 
carded, and the present test adopted, 
but in obedience to Section 1108(b) of 
the 1926 Act, the adoption is not retro- 
active.16 

Had the Commissioner been required, 
or even permitted, to make the change 
retroactive, an air conditioner manu- 
facturer making a _ one-or-more-horse- 
power self-contained unit would have 
been placed in an intolerable situation 
in the period during which the old rule 
was about to expire. Here would have 
been his dilemma: If he had sold with- 
out passing the tax on to his customers 
he might have had his profit wiped out 
by a retroactive assessment; but if he 
had adjusted his price to include the 
tax he would not have sold any air 
conditioners, because his customers 
would have bought from competitors 
selling tax-free in reliance on the horse- 
power-test ruling. Section 1108(b) was 
designed to solve precisely this problem. 


Constitutionality 


Is this an unconstitutional delegation 
of legislative authority to the Commis- 
sioner? If it is, then Section 7805(b) is 
also unconstitutional. But the better 
view is that this is not a delegation at 
all—it does not empower the Commis- 
sioner to grant exemption; it is but a 
recognition that in the most conscien- 
tious administration of the excise tax 
laws, changes of position are inevitable, 
and such changes should not be allowed 
to result in inequity. 

In this respect there is an interesting 
legal parallel between excise tax ad- 
ministration and the making of real 
property assessments. It is a recognized 
fact that real property assessments are 
usually made at some percentage of 
market value, even though the taxing 
statute requires 100%-of-value 
ments. This situation often occurs be- 
cause assessed values determined in past 
years are still used today, although in- 
flation may have caused a 20% or 30% 
rise in market values. Such a situation 
invites what is known as “tax light- 
ning”: the assessment of one taxpayer's 
land at 100% even though all others 
are assessed at, say, 70%. It is obvious 
that this taxpayer should not be taxed 
more heavily than his neighbors, but in 
view of the fact that the statute directs 
an assessment at 100% of value, there is 
no legal ground upon which he can 
complain, unless the absolute language 


assess- 


of the 100% assessment statute can be 
qualified or ameliorated by a showing of 
the practice of assessing at 70% in other 
cases. 

The parallel with excise taxes is this: 
The Commissioner’s ruling or regulation 
is analogous to the assessor’s practice of 
making 70% assessments. In both cases, 
for some reason — usually justifiable — 
the statute is not being generally en- 
forced to the limits of its coverage. 
While it is permissible to change the 
enforcement practice to the higher level 
if the change is made for all taxpayers 
equally and at one time, it is not just to 
change it under any other conditions. 
In the real property situation, the tax- 
payer is protected by the legal principle 
of equality—the court or appellate board 
will require the assessor to grant a 70% 
assessment to the complaining taxpayer 
even though to do so is to undercut the 
absolute language of the taxing statute. 
In the excise tax situation, the taxpayer 
is protected by Section 1108(b) of the 
1926 Act, which requires the Commis- 
sioner to follow his administrative prac- 
tice of exempting all sales held exempt 
under his ruling or regulation, even 
though the taxing statute may appear 
to require the tax. In both cases the 
principle that the clear language of the 
taxing statute is the sole test of tax 
liability yields to an ameliorating prin- 
ciple; but there is a significant differ- 
ence which should be noted: Whereas 
the overriding principle in the real 
property situation is the judge-made 
equality requirement, the overriding 
principle in the excise tax case is statu- 
tory; i.e., Section 1108(b) of the 1926 
Act is a statutory command, deriving 
from the same legislative source which 
imposed the taxing statute it amelio- 
rates. In other words, the section im- 
posing the tax and Section 1108(b) must 
be considered together. So considered 
the language of the tax-imposing section 
becomes modified to the extent necessary 
to ratify a uniform administrative prac- 
tice even though a divergence has ap- 
peared between the two. 


Unanswered questions 


It must be acknowledged that this 
arrangement leaves unanswered 
questions. For instance, are the terms of 
the exemption ruling to be construed ac- 
cording to the canons of statutory con- 
struction? And if so, does it have a 
“legislative history” in the Internal Rev- 
enue files? 

Does the protection extend to a tax- 
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payer who relies on a private ruling 
issued to another taxpayer? The word- 
ing of the law does not imply that it 
does not, and the rationale of the sec- 
tion seems to require it, since one pur- 
pose of the section is to eliminate com- 
petitive inequities. Certainly, taxpayers 
are entitled to rely on published rul- 
ings (they are discouraged from asking 
for private rulings when a_ published 
ruling covers the article) and to differ- 
entiate between private and published 
rulings in the excise tax field would be 
unrealistic, since private rulings of im- 
portance are customarily passed around 


among members of trade associations. 


Conclusion 


While the Commissioner has displayed 
a commendable attitude in observing 
the letter and spirit of Section 1108(b), 
and although taxpayers may be in a 
position to explain to the courts that 
Section 1108(b) of the 1926 Act still has 
full force and effect as present law, a 
fact currently admitted by the Service 
and the Justice Department, the provi- 
sion should be incorporated, with ap- 
propriate changes, into the Internal Rev- 
enue Code of 1954. * 


CA-5 voids IRS restriction on choice 


of counsel in fraud investigations 


A RECENT FirTH Circuit decision 
represents a major victory for tax- 
payers and their representatives engaged 
in disputing fraud cases with Special 
Agents of the Internal Revenue Service. 
The court says (Backer, CA-5, 2/18/60) 
that the IRS’ refusal to allow a tax- 
payer’s accountant to be represented by 
taxpayer's attorney while testifying be- 
fore a Special Agent violated the Ad- 
ministrative Procedure Act’s guarantee 
of right to counsel. (Reversing 178 F. 
Supp. 256, D. Ga. 1959). The Justice 
Department announced on May 10th 
that it will not seek Supreme Court re- 
view of the Backer decision. 

When taxpayer’s accountant was sub- 
poenaed to testify under oath before a 
Special Agent, he retained the same 
attorney that was representing taxpayer 
in the investigation. The Agent, acting 
under the Commissioner’s Manual of 
Instructions for Special Agents, Intelli- 
gence Unit, July 10, 1945, refused to 
allow the attorney to appear. Upon the 
IRS’ attempt to enforce the subpoena, 
the trial court expressly found that the 
attorney had been employed at the ac- 
countant’s own expense, and not at the 
taxpayer's instigation, and further found 
that both the accountant and the at- 
torney were of “unquestioned and un- 
character, and that 
neither had attempted to impede the 
investigation. However, the trial court 
upheld the IRS, stating that the proper 
solution to the problem had _ been 
pointed out in Smith (87 F.Supp. 293, D. 
Conn. 1949), and quoted from the lang- 
guage of that case: 

“While no harm seems likely from 
such a situation . . . since the knowl- 


questionable” 


edge of these witnesses is necessarily also 
the knowledge of the taxpayer, any 
possibility of prejudice to the investiga- 
tion should be obviated by requiring 
that counsel be not connected with, or 
retained by, the taxpayer. (87 F. Supp. 
293, 294).” 

Upon this basis, the trial court order- 
ed the witness to testify. 


Decision reversed 


The court of appeals has now re- 
versed. It points out that the right to 
counsel guaranteed by the Administra- 
tive Procedure Act (which the Smith 
case held applicable to witnesses in this 
situation) must be interpreted to mean 
counsel of the witness’ choice and that 
the right guaranteed under the APA 
was broader than the right to be advised 
on matters relating to the Fifth Amend- 
ment, for the Act says that counsel may 
“accompany, represent and advise the 
witness. . . .” The court left open the 
question as to whether a valid Treasury 
Regulation could achieve the result the 
IRS sought in its Manual of Instruction 
to Special Agents. However, it said it is 
certain “that in the absence of any such 
regulation the Commissioner cannot 
put limitations on the general authority 
to have counsel as granted by the statute 
by saying that the witness’s choice can- 
not include the one who also represents 
the taxpayer.” 

After discussing further the right to 
counsel as it has been interpreted con- 
stitutionally, the court stated with refer- 
ence to possible connivance: 

“None of the harm which the Com- 
missioner here apprehends will result 
from letting taxpayer’s counsel repre- 
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sent a witness as his own selected coun- 
sel except upon the failure of counsel to 
conduct himself in accord with his sworn 
duty to the court. If he does so fail 
then is the time for remedial action to 
be taken. Such action is not permissible 
when, as here, the trial court and gov- 
ernment counsel reject any suggestion 
that either the witness or counsel will 
violate either the law or the ethics 
of their profession in the proposed in- 
vestigation.” 

The court’s holding seems the proper 
one. The Commissioner’s instructions 
in the Special Agents Manual virtually 
presume collusion and connivance on 
the part of professional men who are 
under a duty to maintain a high stand- 
ard of professional ethics. Unless the 
Commissioner can show that there is a 
violation of that duty, he ought not to 
be able to restrict a witness’ choice of 
counsel. In the face of a fraud investi- 
gation, there is no essential harm in the 
taxpayer’s accountant continuing to con- 
sider his position as primarily “on the 
side of” his client, so long as no viola- 
tion of ethics occurs. 

The degree to which Backer repre- 
sents an advance can be appreciated by 
comparing it with the facts of the Smith 
cases. In Smith, three persons who were 
officers, directors and shareholders of the 
corporate taxpayer under investigation 
were required to testify without the 
presence of the corporation’s attorney. 
The government contended that 
through the attorney the taxpayer cor- 
poration might be advised of the lines 
the investigation was taking. The dis- 
trict court upheld the government, in 
the language quoted supra. Presumably 
the “prejudice to the investigation” 
which was to be avoided was the dan- 
ger of the common counsel apprising 
the taxpayer of matters testified to be- 
fore the Special Agent, and the govern- 
ment’s lines of investigation and in- 
quiry. The district court in Backer as- 
sumed that the Smith holding applied 
a fortiori to an independent party, 
and, given the language of the Smith 
opinion, it is hard to see how it could 
have failed to do so. 

The circuit court refused to accept 
this, despite the fact that under the 
Backer facts therc was a danger of the 
accountant’s attorney using the informa- 
tion gained at the inquiry elsewhere. 
The holding makes it very doubtful 
that the Smith case is still good law, 
at least in a situation where the witness, 
and not the taxpayer, actually retained 
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the attorney to represent the witness 
during his own testimony. % 


90-day letter no longer 
needed for some penalties 


Tue Treasury’s practice of not issuing 
90-day letters when assessing penalties 
for late filing of a return or underpay- 
ment of an estimate, held improper by 
the courts, has now been authorized by 
the Code. With the enactment of HR 
9660 the Treasury now has the right to 
drop the 90-day-letter step in these 
penalty assessments. The short-cut has 
the effect of barring the taxpayer from 
appeal to the Tax Court though it does 





Beneficiary of testamentary trust not 
liable for estate tax as transferee [Ac- 
quiescence]. Decedent established a liv- 
ing trust which he could revoke with the 
written consent of the beneficiary, his 
daughter. The trust terminated by rea- 
son of his death and after a determina- 
tion by the Commissioner that the trust 
was not taxable and proof that the estate 
tax had been paid by the executor, the 
distributed the trust 
corpus to the daughter. 


corporate trustee 

Subsequently, another Commissioner 
determined that the trust was includible 
in decedent’s gross estate de- 
ficiency was asserted. The 3-year Statute 
of Limitations had run but within the 
4-year liability 
against a transferee, the Commissioner 


and a 


period for asserting 
asserted that the decedent’s widow, the 
trustee and the daughter were each 
personally liable as a transferee. 

The Tax Court held that the daugh- 
ter, the beneficiary-distributee, was not 
liable for the estate tax deficiency even 
though she had received the trust assets. 
The court indicated that it was doubt- 
ful whether the term transferee applied 
to trust beneficiaries and refused to hold 
the daughter liable as transferee, or as 
an heir, legatee, devisee or distributee 
under the 1939 Code Section 827(b) 
(now 1954 Code Section 6324(a)(2)). 
Englert, 32 TC 1008, acq., IRB 1960-13. 


*Entire tax must be paid to sue in dis- 
trict court. Upon rehearing, a majority 
of the Supreme Court reaffirms its de- 
cision that the entire tax deficiency must 
be paid before suit for refund can be 
maintained the district court. The 
majority pointed out that any other 


in 


procedural decisions this month 
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greatly simplify the collection procedure 
of the Treasury. At the midwinter meet- 
ing of the Council and Committee 
Chairmen of the Taxation Section of 
the American Bar Association, it was 
reported that the Committee on Ad- 
ministrative Practice had decided not 
to take any action on the proposal to 
enact HR 9660 because the IRS had in- 
formed the committee that it would set 
up procedures within the Service. Under 
this arrangement taxpayers could con- 
test the imposition of these penalties. 
HR 9660 also bars refunds of penal- 
ties already paid if the sole ground for 
the refund claim is the failure to issue 
the 90-day letter. * 


holding would permit taxpayers to split 
their cause of action between the Tax 
Court and the district court. The orig- 
inal opinion was unanimous, but on 
rehearing there were four dissents. The 
dissenters are convinced, upon their re- 
view of the legislative history, that there 
is no authority for the full payment re- 
quirement. Flora, Sup. Ct., 3/21/60. 


Disallowance of carryback is not assess- 
ment. Taxpayer claimed and received a 
tentative carryback adjustment after a 
net operating loss, but on audit the 
carryback was disallowed. The court 
holds the disallowance is not really an 
assessment of tax; disallowance of a 
carryback does not require the taxpayer 
to pay other than his admitted liability 
for the rest of the year. Thus, it is im- 
material that the IRS would not accept 
taxpayer’s revocation of his waiver of 
restrictions on assessment. The waiver 
was of no consequence. Blansett, DC 
Mo., 2/15/60. 


*Widow liable as transferee though her 
liability on joint return had ended. 'Tax- 
payer had signed a joint return with 
her husband, now deceased. After the 
statute of limitations had run on parties 
primarily liable but before it had run 
on transferees, the Commissioner at- 
tempted to assess the tax against her on 
the theory that she was the transferee 
of the assets of husband’s estate. The 
district court held that the statute of 
limitations bars the assessment on the 
ground that a party who is primarily 
liable cannot also be liable as a trans- 
feree for the same taxes. This court re- 
verses. Transferee liability imposes no 


personal liability. It is a proceeding in 
rem against the property which the 
transferee received from the transferor. 
Taxpayer is liable as transferee of prop- 
erty in which her deceased husband's 
creditors have an interest because the 
transfer resulted in his insolvency. 
Florersch, CA-10, 3/21/60. 


No transferee liability for interest ac- 
cruing prior to notice. Taxpayer re- 
ceived assets which were not sufficient to 
cover a tax deficiency and interest owed 
by the transferor. The government here 
seeks to collect interest from the trans- 
feree accruing from the date of the 
transfer. The court holds that the trans- 
feree can not be held accountable for 
interest prior to the time when he has 
notice of the existence of debtor-creditor 
relationship between himself and the 
government. Transferee liability is not 
based upon statute, but upon legal prin- 
ciple. A good-faith transferee, as this 
transferee was, who lacks knowledge 
that the transfer prejudiced the govern- 
ment’s enforcement of its tax claim has 
no notice of or means to prevent the 
running of interest. The court notes 
that this limitation of the transferee’s 
liability applies only if the assets trans- 
ferred are insufficient to cover both the 
delinquent tax and the interest. Pallis- 
ter, DC N. Y., 4/4/60. 


Tax Court has no jurisdiction when 
deficiency notice is mailed to wrong ad- 
dress. The Commissioner mailed a de- 
ficiency notice to taxpayer at a wrong 
address. Ninety-three days later, tax- 
payer filed a petition with the Tax 
Court. The Commissioner, seeking to 
bar taxpayer permanently from the 
court, asked for a dismissal of the pro- 
ceeding for lack of jurisdiction because 
the petition was not filed within the 
statutory period of 90 days. However, 
the Tax Court dismisses the petition on 
the ground that the deficiency notice 
was ineffective. The court rejects the 
Commissioner’s argument that the de- 
fective deficiency notice was waived by 
taxpayer when he filed a petition with 
the Tax Court. This would be so only 
if the petition had been filed within the 
90 day period. Heaberlin, 34 TC No. 5. 


Refund claim denied for late filing. 
After extensive litigation the United 
States Supreme Court in 1954 denied 
certiorari for taxable years 1942 through 
1947. The effect of this action was to 
require adjustment to taxpayer’s inven- 
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tories for years 1950 through 1953. On 
July 13, 1955, taxpayer filed a refund 
claim for 1950, and thereafter the in- 
ventories were adjusted by Revenue 
Agents. The court holds that taxpayer's 
claim is barred since it was not timely 
filed. It was not filed within three years 
from the time the return was filed, nor 
within two years from the time the tax 
was paid. Neither was it filed within one 
year from the time final determination 
was made of adjustment of an item 
erroneously included in gross income. 
This determination occurred either 
when the Supreme Court denied certi- 
orari, or within 25 days thereafter (the 
time within which a petition for re- 
hearing might have been filed under 
Supreme Court rules). The examinations 
made by Revenue Agents in dealing 
with the claim for refund do not amount 
to a waiver of the time limitations by 
the Commissioner. Pizitz Dry Goods Co., 
DC Ala., 4/15/60. 


EPT overassessment credited against in- 
come tax deficiency. Taxpayer corpora- 
tion had an overassessment of excess 
profits tax because of a carry-back of 
unused excess profits credits. It also had 
income tax deficiencies for years 1942 
through 1945. Noting that some courts 
have treated each tax as separate and 
computed interest payable to and by the 
taxpayer separately, this court permits 
set-off before computation of interest on 
the income tax deficiencies. When an 
overpayment occurs, it is to be credited 
against any tax owed. Here the overpay- 
ment occurred first, and interest was 
not chargeable on the deficiencies until 
the credit for the overpayment had 
been fully absorbed. Heda Mining Co., 
DC Idaho, 3/31/60. 


Wife’s overpayment offset against hus- 
band’s deficiency in community property 
state. Under Hawaiian law, income taxes 
of a spouse were debts or liabilities for 
which community property was charge- 
able. Taxpayer used funds from the sale 
of community property to pay her in- 
come tax. The court permits the govern- 
ment to offset a refund due her against 
an income tax deficiency owed by her 
husband. Santos, Ct. Cls., 5/4/60. 


Penalty for failure to pay applies to 
employment taxes. The 5% penalty for 
negligent failure to pay is applicable to 
FICA and unemployment taxes, but not 
to withheld income taxes under the 
1939 Code. Lym, DC Utah, 3/31/60. 
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Tax problems of sponsor and tenant-stock- 


holder of co-operative housing corporation 


by DANIEL JACOBSON 


Tax advantages to tenant stockholders and high profits for sponsors have spurred 


growth of co-operative housing corporations. Tenants may deduct real property 


taxes and interest, if certain statutory qualifications are met in each year, among 


them the requirement that at least 80% of the corporation’s gross income derives 


from tenant-stockholders. Thus, sponsors face planning problems where substantial 


commercial rent is involved. They also have a problem in attempting to secure 


capital gain treatment for profits they realize in organizing the venture. The author 


discusses these and other questions and provides insight into the co-operative 


housing corporation picture. 


R™: Rut. 60-76, just issued, seems to 
put on a firm basis the idea that 
the owner-shareholder of a cooperative 
apartment stands in the same position 
tax-wise as does the owner of a house. 
This ruling says that where a taxpayer 
sells his personal residence and within 
one year of the sale becomes a tenant- 
stockholder of a co-operative housing 
corporation, the cost of the new resi- 
dence, for the purpose of applying Sec- 
1034 of the Code, includes the 
amount equal to the taxpayer’s propor- 
tionate share of the unpaid portion of 
the purchase-money mortgage on the 
building owned by the corporation on 
the date the taxpayer purchased his 
stock. This ruling, which assures to ten- 
ant stockholders of such corporations the 
same benefits under Section 1034 that 
an owner of the underlying property 
would receive, foruses attention on the 
tax advantages and problems of spon- 
sors and tenants of such corporations. 


tion 


How co-ops work 

The device of “co-operative housing” 
was in use as early as the 1920's. The 
original purpose of co-operative housing 
fulfill the wish of a 
of individuals who wanted to 
live in a congenial atmosphere created 
by the co-occupancy of property by a 
group of friends. A shortage of desir- 
able apartments and greater urban popu- 


ventures was to 
group 


lation problems have added impetus to 
the increasing trend toward this type of 
housing. High personal income tax rates 
have accelerated the trend, and a con- 
siderable number of co-operative units 
are rising around us. 

Prior to the Revenue Act of 1942, 
there was no tax advantage to the 
owner-tenant of a co-operative housing 
venture. Unsuccessful attempts were 
made to induce the courts to permit 
the deduction of real estate taxes and 
interest by the stockholders of co-opera- 
tive housing ventures. The case of Wood 
v. Rasquin’ illustrates the situation be- 
fore the adoption of the special pro- 
visions. In that case, the taxpayer was 
a stockholder in, and owned a proprie- 
tary lease of, an apartment in a co- 
operative housing venture. He sought to 
deduct his pro-rata share of the corpora- 
tion’s real estate taxes and interest. The 
court held that the charges paid by the 
taxpayer were in the nature of rent 
and, accordingly, were personal expenses 
and not deductible.2 The court reasoned 
that the corporation received the full 
benefit of the deduction for real estate 
taxes and interest on its own corporate 
tax return and refused to allow dupli- 
cate tax benefits to the stockholder. An 
early determination was made that co- 
operative housing corporations were not 
exempt organizations.3 

An interesting case, which may be 


considered a precursor of the change in 
the law, is Borland,* in which a group 
of friends joined together to construct 
an apartment building. A contractor 
was hired to build the shell of the 
building and the owners retained other 
contractors to build their individual 
apartments. Title was retained in one 
member of the group, as nominee, and 
tax bills were issued to the named 
holder of title, who collected a propor- 
tionate share of the taxes from each 
tenant. The checks of all the individual 
tenants were then turned over to the 
assessor. Some years later, the tenants 
became concerned about the problems 
which would arise upon the death of 
the title holder, and title was conveyed 
to four of the tenants as trustees under 
an indenture of trust. Each tenant re- 
ceived a certificate of beneficial interest 
in the trust. The building continued on 
the assessment rolls in the name of one 
of the tenants, as nominee. Each holder 
of a certificate of beneficial interest 
executed a 25-year lease at a rental of 
$300 per month. The building was actu- 
ally managed by a management com- 
pany. An amendment to the trust in- 
denture required that each tenant pay 
his pro-rata share of the real estate taxes 
directly to the county treasurer. The 
court held, under these facts, that the 
substance of the transaction required a 
finding that each tenant owned his 
apartment, and that taxpayer was en- 
titled to a deduction for his pro-rata 
share of the real estate taxes. However, 
it should be noted that in order to 
reach this conclusion, the court was com- 
pelled to reason away the reality of any 
intermediate entity (in this case the 
trust) and hold that taxpayer was actual- 
ly the owner of the real estate (i.e., his 
apartment). 


Congress acts 


The Revenue Act of 1942 added a 
section® which, according to the report 
of the Senate Committee,® placed the 
tenant-stockholder of a co-operative 
housing corporation in the same posi- 
tion as a home owner with respect to 
the deduction of real estate taxes and 
mortgage interest. 


Co-operative housing defined 


The 1954 Code says (Section 216(B)) 
a co-operative housing corporation is a 
corporation wherein: 

1. There is only one class of stock 
outstanding; 

2. Solely by reason of stock owner- 
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ship, each of the stockholders is en- 
titled to occupy, for dwelling purposes, 
a house or an apartment in a building 
owned or leased by such corporation; 

3. No stockholder is entitled to re- 
ceive distributions, except out of earn- 
ings and profits, other than upon liqui- 
dation or partial liquidation; 

4. 80% or more of the gross income 
for its taxable year is derived from ten- 
ant-stockholders. 

With respect to the first requirement, 
a problem arose in connection with the 
construction of buildings under Section 
213 of the National Housing Act, which 
requires the issuance of a nominal 
amount of preferred stock to the Com- 
missioner of the Federal Housing Ad- 
ministration. The IRS ruled (Rev. Rul. 
43-120) that this stock is in the nature 
of a “security interest” and does not 
constitute a separate class of stock, in 
violation of the limitation in Section 
216(b)(1)(A). 

Most of the problems in the field arise 
under the provision that 80% of the 
gross income of the co-operative housing 
corporation must be derived from the 
tenant-stockholders. It has been held? 
that contributions by tenant-stockholders 
of amounts required by the corporation 
to amortize its mortgages represent paid- 
in surplus, rather than income to the 
corporation. Although this decision was 
prior to the Revenue Act of 1942, it 
would appear to give the Commissioner 
grounds for reducing the maintenance 
payments received by the corporation 
by the amount of amortization, in order 
to arrive at the amount of gross income 
received from tenant-stockholders. 


Other income sources 


The principal income which might be 
derived from sources other than tenant- 
stockholders is rent from stores, garage 
space, maids’ rooms and other commer- 
cial space. This income must not exceed 
20% of the gross income of the corpora- 
tion. It can readily be seen that in many 
cases, this type of income could exceed 
the 20% allowed. If it does, no tax 
benefits will be allowed to the tenant- 
stockholders. A method of carving out 
the commercial space, to keep the in- 
come under 20%, will be discussed later. 


Fiscal year problems 


A corporation which becomes a co- 
operative housing corporation during its 
fiscal year may have difficulty in meeting 
the 80% requirement. For example, a 
calendar year corporation became a co- 


[Daniel Jacobson is a member of the 
New York Bar and a partner of the New 
York City certified public accounting 
firm of Jacobson, Greenfeld & Co.] 





operative on June 1. Although 90% 
of its income from June | to December 
31 was from tenant-stockholders, only 
50% of its total income for the full 
year was from such tenant-stockholders. 
This corporation does not qualify as a 
“co-operative housing corporation” un- 
der Section 216(b)(1)(D).8 To avoid this 
pitfall, a corporation which becomes a 
co-operative during the course of its 
fiscal year should change its fiscal year 
to a date which will enable it to meet 
the 80% of gross income requirement. 

It may be noted that if a co-operative 
housing corporation receives excessive 
maintenance charges and uses such ex- 
cess to reduce carrying charges of a sub- 
sequent year, the corporation has real- 
ized taxable income in the year of re- 
ceipt. However, if such excess is re- 
funded in the same year, the corporation 
has not realized taxable income.® 


Tenant-stockholder’s role 


A tenant-stockholder is: (1) an indi- 
vidual who owns stock in a co-operative 
housing corporation, and (2) whose stock 
is fully paid up in an amount bearing 
a reasonable relationship to the total 
value of the corporation’s real estate. 

The first requirement precludes cor- 
porate or partnership ownership of stock 
of a co-operative housing corporation if 
the corporation received income from 
such stockholders, which in addition to 
other non-qualifying income, exceeded 
20% of the income of the corporation. 
The mere ownership of stock by a ten- 
ant corporation does not automatically 
disqualify the corporation as a co-opera- 
tive housing corporation. However, the 
income from such corporate stockholders 
does not qualify for the 80% test. Rev. 
Rul. 55-316 says that the sale of stock 
to a nominee will not help to avoid this 
problem.10 

Proprietary leases frequently provide 
1 Wood v. Rasquin, 97 F.2d, 1023, CA2, 1938, aff’g 
21 F. Supp. 211, 1937. 

21939 IRC, Sec. 163(a), 164(a), 262. 

8 CB 1938-5 204. 

4 Chauncey B. Borland, 123 F.2d 358, 1941. 

5 Rev. Act. of 1942, Sec. 128, Sec. 101. 

® Sen. Comm. Rept. 582. 

7 874 Park Avenue Corporation, 23 BTA 400. 
8 Rev. Rul. 55-556, 55-2 CB 57. 

® Rev. Rul. 56-225, 56-1 CB 58. 

1° Rev. Rul. 55-316, 55-1 CB 312. 

11 IT 3664 1944-11-11748, CB 1944 141. 


12 1954 Reg. 1.216-1(c) (2). 
18 1954 IRC, Sec. 167. 
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that a stockholder may forfeit his inter- 
est in a co-operative housing corpora- 
tion by surrendering his stock and 
lease to the corporation. In the event 
of resale of such an apartment to a new 
tenant-stockholder, the original number 
of shares need not be resold with re- 
spect to the apartment. As long as the 
original stock was fully paid and in 
reasonable relationship to the total 
value of the property, a lesser number 
of shares may be sold for the same 
apartment.!! 


Problems when renting 


A stockholder need not occupy the 
apartment in order to qualify as a ten- 
ant-stockholder. However, he must have 
the right to occupy an apartment solely 
by reason of his ownership of stock. The 
fact that his right of occupancy is con- 
ditioned upon his continued payment 
of maintenance charges is immaterial.12 
It would appear that a tenant-stock- 
holder who sub-lets his apartment to a 
third party would be entitled to deduct 
his proportionate share of the real es- 
tate taxes and interest. The problem of 
other deductions in the case of a non- 
occupying tenant-stockholder has fre- 
quently arisen. Since the proprietary 
lease in that case becomes an asset used 
in the production of income, it would 
seem that all expenses attributable to 
such income would be deductible there- 
from. This would include the entire 
maintenance payments, less any amount 
which is attributable to amortization of 
indebtedness. A question may arise as 
to the deductibility of depreciation. 
Since the stockholder does not own the 
real estate in question, the Commis- 
sioner could readily argue that no de- 
preciation is deductible.13 However, the 
writer believes that the owner of a co- 
operative apartment who sub-lets would 
be entitled to amortize his proprietary 
leasehold interest, the basis of which 
should be the same as the basis of his 
stock. The useful life would be the 
life of the building or the term of the 
proprietary lease, whichever is less. Ad- 
justment to basis would have to be made 
for: (1) any residual value (ie. land), 
and (2) payments made to paid-in sur- 
plus on account of amortization of the 
mortgage. It should be noted that under 
the writer’s theory, accelerated rates 
would not be available. 


Capital gain on sale 


The stock owned by a tenant-stock- 
holder is a capital asset. The sale of 
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such stock for a profit results in capital 
gain, unless the apartment qualifies un- 
der Section 1034 of the Internal Revenue 
Code as principal residence of the 
stockholder, and is replaced in accord- 
ance with the rules set forth in that 
Section. A loss on the sale of a personal 
residence is not deductible14 and, ac- 
cordingly, a loss on the sale of co- 
operative housing corporation stock is 
not deductible, unless the co-operative 
was a business asset or bought for in- 
vestment.15 


Deduction for taxes and interest 


If the taxpayer is a qualified tenant- 
stockholder of a co-operative housing 
corporation,!® provision is made for him 
to deduct his proportionate share of 
the real estate taxes and the interest on 
indebtedness of the corporation incurred 
in connection with the acquisition, con- 
struction, alteration, rehabilitation or 
maintenance of the property. 

Section 216(b)(3) says the ‘“propor- 
tionate share” of a tenant-stockholder is 
that proportion which his stock bears 
to the total outstanding stock of the 
corporation. In order to arrive at the 
taxpayer’s share of deductible items, the 
proportion must be applied to the total 
interest and taxes of the corporation, 
reduced by such amount as is applicable 
to income received from other than ten- 
ant-stockholders. For example, if a co- 
operative housing corporation received 
aggregate gross income of $150,000, of 
which $15,000 was from commercial 
space, a tenant-stockholder would be en- 
titled to deduct his proportionate share 
of 90% of the taxes and interest. The 
remaining 10% is attributable to the 
commercial space, and all expenses must 
accordingly be reduced. Emphasis must 
be given the fact that had the corpora- 
tion received $35,000 of its income from 
commercial space, no amounts could be 
deducted by the tenant-stockhoiders, 
as the facts would fail to meet the 80% 
test of Section 216(b)(1)(D). It should be 
noted that if a tenant-stockholder pays 
less than his proportionate share of the 
maintenance charges, and adjustment is 
required with respect to his deduction 
for real estate taxes and interest.17 


Sponsor of an existing property 


The’ real estate operator frequently 
considers the co-operative the best means 
of selling his property at a high price. 
The spectacular success of co-operatives 
has given the tenants of buildings in the 
process of being co-operatized the in- 
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centive to purchase their apartments. 
Large profits to both the sponsors and 
the original purchasers have been com- 
mon. 

When a sponsor determines to pro- 
mulgate a plan of co-operative organiza- 
tion, the apartments in his building be- 
come stock-in-trade held primarily for 
sale to customers, and any profits there- 
on would give rise to ordinary in- 
come.18 In order to circumvent this un- 
desirable result, it is mecessary to or- 
ganize a new corporation, which would 
become the co-operative housing cor- 
poration upon completion of the offer- 
ing. The new corporation would sell 
shares, together with proprietary leases, 
to the tenant stockholders. When the 
plan is declared effective, the corpora- 
tion would purchase the property from 
the sponsor, who would then realize 
capital gain, pursuant to Section 1231. 
Of course, it is assumed that the proper- 
ty had been held for more than six 
months and, in the case of a corporate 
sponsor, is not a collapsible asset. 

If the sponsor is a corporation, a dou- 
ble tax will result unless the corporation 
is liquidated, pursuant to the provisions 
of Section 337. It must be remembered 
that this section does not apply to col- 
lapsible corporations. If the sponsor is 
considered to be a collapsible corpora- 
tion, a capital gain will be realized on 
the sale to the co-operative housing cor- 
poration, and its stockholders would 
realize an additional capital gain upon 
liquidation of the sponsor corporation. 
The maximum effective tax rate is thus 
43.75%, which may be considerably 
lower than the tax on ordinary in- 
come. The Commissioner has approved 
of the double capital gain tax as a 
method of avoiding the collapsible cor- 
poration problem. After realization of 
gain on the sale of its property, the cor- 
poration is no longer collapsible. Gain 
on its subsequent liquidation is clearly 
capital gain.19 

When an owner of real estate contain- 
ing substantial commercial space is de- 
sirous of becoming the sponsor of a co- 
operative housing corporation, he may 
have difficulty in devising a plan which 
will meet the 80% of income test. In 
this instance, it would be possible for 
him to carve out and reserve an in- 
terest in all or part of the commercial 
space for himself. Under a plan ap- 
proved by the Treasury in Rev. Rul. 
55-316, the sponsor of a co-operative 
plan for a hotel conveyed a 99-year 
lease of real estate to a membership-co- 


operative housing corporation. Furni- 
ture, non-residential areas, such as 
stores, garage space, public rooms and 
personalty used in connection therewith, 
were reserved from the conveyance. The 
income of the co-operative corporation 
was therefore derived from tenant-stock- 
holders to the required extent. The 
sponsor retained the income from the 
commercial space. It is possible to con- 
ceive of innumerable variations of this 
method—for instance, the conveyance 
of title with the reservation of a long- 
term lease on the commercial space, 
wherein the sponsor is able to con- 
summate a co-operative plan even if the 
property contains a substantial amount 
of commercial space. 


Sponsor may realize capital gain 


The builder of a new co-operative 
housing corporation encounters substan- 
tial problems in his desire to derive 
capital gain on the construction and 
packaging of the project. Normally, the 
sponsor acquires land, engages an archi- 
tect and a contractor and enters into a 
contract with a co-operative housing cor- 
poration for the sale of the completed 
property. Under the circumstances de- 
scribed above, it is probable that the 
sponsor would realize ordinary income, 
because the property was acquired for 
resale, 

If the sponsor acquired a site, cleared 
it, obtained plans for the construction 
of a building and then sold the land 
and package, it is possible that a capital 
gain might result. If the property, when 
first acquired, was occupied by buildings, 
and a time lag between eviction of 
present tenants and finalization of plans 
was allowed for, the sponsor normally 
would have no fixed intention as to 
the disposition of the property. Ac- 
cordingly, assuming the sponsor is not 
a dealer, capital gain might result on 
the sale of the land. 

Throughout this area, one encounters 
the restrictions and limitations inherent 
in the collapsibility area. 

The writer is doubtful that a guaran- 
tee of complete capital gain is possible 
here, and believes that the best hedge 
is to dispose of the land at a capital 
gain and take the profit on the sale of 
the building at ordinary rates. * 
14 1954 Reg. 1.165-3(B). 

18 William M. Calder, Jr., 16 TC 144, 1951. 

16 1954 IRC Sec. 216. 

17N.Y.U. 14th Ann. Inst. Fed. Tax. 1956, p. 209- 
212. 


181954 IRC, Sec. 1221(1). 
19 See footnote 17. 
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Deductibility of transportation 


costs as medical expense turns on intent 


by ALLAN R. CURHAN 


Tax Court litigation is slowly separating deductible from nondeductible trans- 


portation costs when medical treatment is involved. Mr. Curhan reviews the 


leading cases and draws from them some tentative rules applicable to mental and 


physical illnesses, trips to treatment centers, trips as therapy, and other problems. 


I THREE RECENT CASES, Robert M. 
Bilder, Stanley D. Winderman,? and 
William R. Meister? the Tax Court has 
considered the question of the deducti- 
bility of the cost of transportation under 
Section 213 of the Internal Revenue 
Code. The Bilder case is being appealed 
to the Third Circuit. 

Transportation expenses incurred 
“primarily for and essential to medical 
care” are deductible under Section 213 
(e)(1)(B). With the exception of meals 
and lodging, Section 213 was, simply, 
a codification of the case law developed 
under the 1939 Code.4 

Questions relating to the deductibil- 
ity of transportation expenses under 
Section 213 may be conveniently divided 
into two categories. The first deals with 
expenses incurred by the taxpayer in 
obtaining medical care for himself. The 
second category involves expenses in- 
curred by the taxpayer in moving tem- 
porarily upon the advice of his physi- 
cian to a locale where he can benefit 
from favorable climatic conditions. Both 
categories raise the subsidiary question 
are deductible as 
“transportation expenses.” 

Subject to the overriding considera- 
tion that the transportation expenses 
must be incurred primarily for medical 
care, no restrictions are set forth in the 
Code or in the Regulations® limiting 
the taxpayer in his choice of a doctor 
(or hospital), the mode of travel, or the 
distance to be traveled.6 The choice is 
entirely personal. If the taxpayer has 
confidence in one doctor (or hospital) 
he is not required to obtain the services 
of another doctor (or hospital) merely 
because the other doctor (or hospital) is 
located nearer to his home. 


of what expenses 


Transcontinental trips allowed 

In Winderman, taxpayer, aged 68, had 
been a resident of the State of Califor- 
nia since 1947. Before moving to Cali- 
fornia, he had resided in New York 
City. Winderman had hypertension, a 





prostatic condition, a possible hernia 
and other physical conditions that were 
of concern to him, and while residing in 
New York he from time to time visited 
Dr. Greenwald, an internist, who ad- 
vised Winderman to have _ periodic 
check-ups at least twice a year. Winder- 
man did not have a family physician 
in California until 1950 when he began 
to use Dr. La Mont who, however, was 
not an internist. He continued to look 
to Dr. Greenwald for advice and guid- 
ance in connection with his general 
condition, and made trips to New York 
annually for a check-up by Dr. Green- 
wald. He made one such trip by air- 
plane on non-stop flights during each of 
the years 1952, 1953 and 1954. During 
1952 and 1953 he incurred travel and 
subsistence expenses in connection with 
such trips of $463.42 and $342.85, re- 
spectively, which the Commissioner dis- 
allowed as deductions. In In 1954 he in- 
curred travel expenses of $240.51 which 
the Commissioner similarly disallowed 
on the ground that the annual trip 
taken by taxpayer from Los Angeles to 
New York City and return were not 
taken primarily for medical reasons. 

It is worth noting that taxpayer's 
wife who was a buyer of women’s 
dresses made four or five business trips 
each year to New York City, and Win- 
derman planned his annual trips to 
New York to coincide with his wife’s. 
During such trips his wife’s time was 
fully occupied by her business activities 
and she had little time for vacation 
activities with him. He did not engage 
in such activities — he visited no night 
clubs or resort areas. Winderman’s 
primary purpose in making the trips to 
New York City during the taxable years 
in question was to go to Dr. Greenwald 
for professional services and to such 
other physicians in the New York area 
as Dr. Greenwald might recommend. 
He woud not have made such trips but 
for the expectation of having a thor- 
ough physical examination by Dr. 
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Greenwald in whom he had confidence. 
The over-all time required for a check- 
up was about ten days. In entering a de- 
cision for the taxpayer, the Tax Court 
said: 

“He had confidence in Dr. Green- 
wald, and we know of no rule of law 
that would require him to seek out an- 
other physician in Los Angeles as a 
substitute for Dr. Greenwald. His trips 
to New York were made with the bona 
fide intention of obtaining the profes- 
sional services of Dr. Greenwald.” 

The decision leaves open the ques- 
tion of deductibility where the taxpayer 
cannot establish the fact that his choice 
of a doctor or hospital was predicated 
upon the fact that he had been a pa- 
tient of the doctor for a period of time 
or that he was recommended to the doc- 
tor or hospital by another physician. I 
leave open the question that arises when, 
for perfectly valid medical reasons, tax- 
payer is given a choice among several 
doctors or hospitals and arbitrarily 
selects one and incurs travel expenses. 


Medical and other purposes 


In William B. Meister, the Tax Court 
affirmed the disallowance of a portion 
of the claimed travel expenses incurred 
by the taxpayer and his wife in return- 
ing to San Francisco from a vacation 
for emergency medical treatment. Tax- 
payers are husband and wife who live 
in Honolulu and lived there during the 
taxable year 1956. In 1956, when Wil- 
liam B. Meister was 74 years old, tax- 
payers planned a four-month vacation 
trip to Europe. They left Honolulu on 
a freighter for San Francisco, where they 
boarded another freighter arriving in 
Antwerp on July 16. On September 6, 
1956, while taxpayers were in Terni, a 
small city north of Rome, Meister was 
stricken with excrutiating pain in his 
left flank and groin. When they reached 
Rome the next day petitioner consulted 
a physician who diagnosed his difficulty 
as “calculus” or “stone” and prescribed 
an opium derivative in the expectation 
that the stone would pass in a few hours 
or days. 

When, on September 12, taxpayer 
arrived in Livorno and the expected re- 
lief had not come, taxpayer visited a 
small U. S. Army field hospital. The 


133TC No. 17 (1959), acq. 1960-16 IRB 8. 

232 TC No. 114 (1959), acq. 1960-6 IRB 7. 

318 TCM 899 (1959). 

4Sen. Rpt. No. 1622, 83rd Cong., 2d Sess. pp. 219- 
220. 

5 Regs. Sec. 1.213-1(d) (iv). 

6 Stanley D. Winderman, supra. 
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diagnosis of ureteral stone was con- 
firmed and it was predicted that the 
stone would pass soon. However, when 
the severe pain continued four or five 
days more, another examination was 
made and it was discovered that the left 
ureter was dilated above the blocked 
point and there was great danger of 
the destruction of the left kidney. Meis- 
ter was advised to go to a hospital for 
surgery. Meister, a retired Army doctor, 
knew that the Letterman Army Hospi- 
tal in San Francisco had an excellent 
staff, including an eminent urologist he 
was personally acquainted with. As a 
result of nursing her husband, Meister’s 
wife began to suffer from gastritis and 
nervous complications. Her gastritis be- 
came worse and she suffered a complete 
breakdown. It was recom- 
mended by the Army doctor that she go 
to a hospital for medical attention. Both 
Meisters chose the Letterman Army Hos- 
pital in San Francisco and decided to 
give up their European vacation and 
fly immediately to San Francisco. Their 
airplane transportation from Italy to 
San Francisco cost at least $600 more 
than return transportation from Eu- 
rope to San Francisco by freighter, as 
they had traveled to Europe. 

The Tax Court said (p. 902): 

“We may presume that they would 
have returned by the same route as 
that by which they had traveled to 
Europe and in the same manner. Thus 
they would have made a trip from Italy 
to San Francisco in any event without 
regard to illnesses or any necessity of 
obtaining medical treatment. But this 
trip would have been by the slower and 
less expensive transportation of ocean 
freighter. Only to the extent that the 
cost of the faster trip by air exceeded 
that of the trip home which they would 
have taken in any event can we say that 
the trip which they did take would not 
have been taken except for petitioner’s 
desire to obtain ‘diagnosis, cure, mitiga- 
tion, treatment, or prevention of dis- 
ease’ within the meaning of section 
213(e)(1)(A).” 

Meister apparently stands for the prin- 
ciple that the amount of the deduction 
claimed will be closely scrutinized and 
allowed only to the extent that the trip 
does not serve a subsidiary purpose even 
though the trip may have been initially 


nervous 





[Allan R. Curhan is a member of the 
Massachusetts bar and is law clerk 
to Judge Anthony Julian of the USS. 
District Court, Massachusetts District.] 
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WITH THE enactment of HR 9660 
medical expenses for aged dependent 
parents become fully deductible by 
their sons and daughters (actual or 
in-law) who support them. This gives 
their medical expenses the same tax 
treatment as those of persons over 
65 who have income and file their 
own returns. One of the important 
tax benefits of those over 65 has been 
that they may deduct their medical 
expenses in full. Others are allowed 
only the excess over 3%. The new 
law provides that for 1960 and later 
years the 3% limitation does not 
apply to deductions of medical ex- 
penses incurred by a taxpayer for the 
care of his dependent mother or 
father (or the dependent mother or 
father of the taxpayer’s spouse) if 
the dependent is 65. 

With this change in the law, a good 
many taxpayers will be reconsidering 
their family arrangements. When 





END 3% LIMIT ON MEDICAL EXPENSES FOR PARENTS 


heavy medical expense of a parent 
is met by the children, it will now 
be possible in many more cases for 
the children to deduct it. It will be 
recalled that the definition of de- 
pendent for the medical expense de- 
duction does not include the $600 
income requirement. The Code de- 
fines dependent in terms of relation- 
ship and support. The $600 rule is 
applicable only for the purpose of 
claiming an exemption. And in de- 
termining support furnished, the 
medical expense is included, whether 
the taxpayer is contributing more 
than half and so is the only person 
entitled to claim the medical expense 
of the parent, or is operating under 
a multiple support agreement which 
permits one who contributes 10% of 
the support to be regarded as sup- 
porting the dependent, provided the 
other contributors to the dependent 
agree. 








motivated by medical considerations. 
The decision is difficult to justify in the 
sight of Winderman and, particularly, 
in view of the fact that no restrictive 
language is found in either the Code 
or the Regulations. It seems proper, 
however, to limit the deduction to the 
extra amount incurred, which is in ac- 
with the treatment in other 
areas.7 On the other hand, in the case 
of other types of personal deductions, 
such as meals away from home, the full 
amount is deductible. Meister may be 
treated as a liberalization of the require- 
ment that transportation expenses are 
deductible only if incurred for medical 
reasons by allowing the taxpayer to 
apportion the cost of a trip not other- 
wise deductible between those costs in- 
curred to obtain medical aid and trans- 
portation expenses not involved with 
treatment. 


cord 


Mental illness 


The decision of the Tax Court in 
Estate of Benjamin F. Pepper,8 involved 
several interesting questions concerning 
the problem of travel by the taxpayer, 
on the advice of his physician, to a 
locale where he can benefit from favor- 
able climatic conditions. The facts, 


briefly summarized, are as follows: ‘Tax- 
payer’s wife suffered from a mental ill- 
ness. On the advice of her physician she 
flew to California, accompanied by her 


daughter, to visit her sister. It was an- 
ticipated that the change of scene would 
have a beneficial effect on her condition. 
While in California, she stayed at a 
motel and received frequent visits from 
her sister. Some time later, while still 
in California, she attempted suicide, 
and she was subsequently institution- 
alized at a sanitarium in Connecticut. 
At the suggestion of his wife’s physician, 
taxpayer rented an automobile and 
visited his wife on weekends and took 
her for rides. The taxpayer's visits to 
the sanitarium and the automobile rides 
were found to have had a beneficial ef- 
fect upon her condition. The court held 
that the cost of travel involved in the 
California trip and the cost of the 
automobile rentals were deductible.9 
The result reached by the court sug- 
gests that in cases involving mental ill- 
nesses the tests set forth in Edward A. 
Havey!® may not be totally appropri- 
ate. In Havey, the Court said (p. 412): 
“In determining allowability many 
factors must be considered. Considera- 
tion should be accorded to the motive 
7 For example, the deduction for taxpayer’s own 
meals in entertaining customers. See, Richard A. 
Sutter, 21 TC 170 (1954), Acq. CB 1954-1 6. 
815 TCM 883 (1956). 
® See also Rev. Rul. 58-533, CB 1958-2 108. 
10 12 TC 409 (1949). 
1 Rogers, CA-8, 1957, 241 F.2d 552; Stringham, 
CA-6, 195, 183 F.2d 579. 


122 IRB 1960-16, Sec. 1.218-1(d) (iv). See also Rev. 
Rul. 55-261, CB 1955-1 307; Rev. Rul. 58-533, CB 
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or purpose of the taxpayer, but such 
factor is not alone determinative. To 
accord it conclusive weight would make 
nugatory the prohibition ‘against allow- 
ing personal, living or family expenses. 
Thus it is also important to inquire as 
to the origin of the expense. Was it in- 
curred at the direction or suggestion of 
a physician; did the treatment bear di- 
rectly on the physical condition in ques- 
tion; did the treatment bear such a 
direct or proximate therapeutic relation 
to the bodily condition as to justify a 
reasonable belief that the same would 
be efficacious; was the treatment so prox- 
imate in time to the onset or recurrence 
of the disease or condition as to make 
one the true occasion of the other, thus 
eliminating expenses incurred for gener- 
al, as contrasted with some specific, 
physical improvement?” 

The emphasis of the rule is clearly 
set forth in terms relating to physical 
diseases and conditions. Nevertheless, 
there may be cases involving mental 
illnesses which, as the understanding of 
mental diseases and their treatment 
progresses, cannot strictly qualify under 
the rule set forth in Havey and yet 
are legitimate medical expenses, 


Beneficial climate 


In cases involving physical conditions 
or diseases, the rule is practical.11 This 
fact is demonstrated by Robert M. 
Bilder. 

In Bilder, petitioner had for some 
time before March 1946, suffered from 
artheroclerosis, a disease which causes 
narrowing of the arteries. Between 
March 1946 and April 1953, he suffered 
four heart attacks, each attack resulting 
in a myocardial infarction — a defect 
of the muscular tissue of the heart 
caused by lack of sufficient blood cir- 
culation. Bilder’s physician advised him 
to spend the winter months in a warm 
climate. Fort Lauderdale’s climate was 
of the type recommended. Dicumerol, an 
anti-coagulant drug, was also prescribed 
to prevent clotting of the blood. One of 
the few doctors in Florida then compe- 
tent to administer dicumerol] was prac- 
ticing in Fort Lauderdale. In December 
1953, taxpayer and his family went to 
1958-2 108; Vincent P. Ring, 28 TC 950 (1955); 
Samuel Dobkin, 15 TC 886 (1950); William B. 
Watkins, 18 TCM 320 (1954); William H. Duff, II, 


12 TCM 1305 (1953); Rogers, supra; Stringham, 
supra. 

1435 N.Y.U.L. Rev. 967 (1960); the author of the 
note suggests that lodging expenses, even if in- 
curred as an essential part of medical treatment, 
should not be deductible. 

15 Sen. Rpt. No. 1622, supra. 


Fort Lauderdale from their home in 
Newark, New Jersey. Bilder rented an 
apartment and lived there with his 
family until March 1954 when they re- 
turned to Newark. He visited the doctor 
at least once a week during his stay in 
Florida. Again in 1955, on the advice 
of his physician, Bilder and his family 
spent the winter months in Fort Lauder- 
dale. The court allowed Bilder’s indi- 
vidual traveling expenses and the cost 
of his lodging as a deduction. 

The decision in Bilder has been ap- 
pealed by both the government and the 
taxpayer to the Third Circuit Court 
of Appeals. However the Commissioner 
has acquiesced in the deduction of 
transportation between New Jersey and 
Florida.12 


Lodging and meals 


On the question of travel expenses, 
Bilder is illustrative of the general 
rule.18 The decision raises a question 
whether lodgings and meals are deduct- 
ible under Section 213.14 Regulations, 
Section 1.213-1(d)(iv), provides: 

“. . . However, an amount allowable 
as a deduction for ‘transportation pri- 
marily for and essential to medical care’ 
shall not include the cost of any meals 
and lodging while away from home re- 
ceiving medical treatment. For example, 
if a doctor prescribes that a taxpayer 
go to a warm climate in order to allevi- 
ate a chronic ailment, the cost of meals 
and lodging would not be deductible.” 

Section 213(e)(1)(B) makes no refer- 
ence to meals and lodging. It allows a 
deduction “for transportation primarily 
for and essential to medical care.” In 
view of the legislative history of Section 


Treasury reversal on 
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213 and the interpretation of the sec- 
tion in the Regulations, it is submitted 
that the decision in Bilder with regard 
to the cost of lodgings is wrong. Con- 
gress expressly stated:15 

“The deduction permitted for ‘trans- 
portation primarily for and essential to 
medical care’ clarifies existing law in 
that it specifically excludes deductions 
of any meals and lodging while away 
from home receiving medical 
ment.” 

If Congress had intended to include 
meals and lodging in the deduction for 
medical care, it would have accorded 
meals and lodging the same treatment 
as transportation costs inasmuch as meals 
and lodging bear the same relation to 
medical care as do transportation costs. 

It is difficult to define clearly the 
area of deductibility in this primarily 
factual area, especially since the facts 
involved are often the state of mind of 
the taxpayer. Also, in such areas as men- 
tal illness and perhaps preventive medi- 
cine, taxpayers incur transportation ex- 
penses for journeys which were encour- 
aged by medical advisors and which 
are, in fact, vacations but would not 
have been undertaken were it not for 
the medical advice. It appears that the 
courts will have to treat the cases on 
a one-at-a-time basis and struggle with 
determining subjective intent. It would 
seem desirable to liberalize the law in 
areas where the therapeutic value of the 
trip is itself the benefit sought. Of 
course, such a rule would be difficult to 
administer but the cost to taxpayers is 
not insignificant and medicine today 
recognizes, in certain cases, the value 
of such trips. vr 


treat- 


job agency fees 


technically unsound but equitable 


1 TREASURY'S extraordinary per- 
formance, ruling in Rev. Rul. 60- 
158, with considerable authority, that 
fees paid to employment agencies are 
not deductible and then simply an- 
nouncing in TIR 231 that it would con- 
tinue to ailow their deductions, is diffi- 
cult for tax practitioners to grasp. On 
technical grounds, the Treasury’s first 
position that the expenses are not de- 
ductible is well supported by long-stand- 
ing Regulations and by the cases. How- 
ever, on equitable grounds employment 


by HERBERT M. MANDELL 


fees should be allowed as deductible ex- 
penses. Mr. Mandell, a partner in the 
New York City CPA firm of Clarence 
Rainess & Co. and chairman of the 
Federal Taxation Committee of the New 
York State Society of CPAs, writes us 
that although this was a revocation of 
an old prior Ruling, the position taken 
by the Service in this Ruling closely fol- 
lowed existing law and Regulations in 
effect for many years. 

Regulations Section 1.162-1 states: 
“Business expenses deductible from 
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gross income include the ordinary and 
necessary expenditures directly con- 
nected with or pertaining to the tax- 
payer’s trade or business . . .” Regula- 
tions Section 1.212-1(f) holds: “Expenses 
such as those paid or incurred in seeking 
employment or in placing oneself in a 
position to begin rendering personal 
services for compensation” are not al- 
lowable as deductions under Section 212, 
which relates to expenses incurred in the 
production of income. 

In Raymond L. Collier, TCM 54- 
253, the court held expenses incurred 
by an unemployed individual in seeking 
new employment were not deductible as 
business expenses. Where an individual 
is unemployed, any expenses incurred in 
seeking employment cannot be con- 
sidered as expenses incurred in carrying 
on a trade or business for the reason 
that the individual had no trade or 
business at the time the expenses were 
incurred. Citing Morton Frank, 20 TC 
511 (1953), the court further stated that 
Section 23(a)(2), 1939 Code (Section 212, 
1954 Code) did not apply because “there 
is a basic distinction between allowing 
deductions for the expense of producing 
or collecting income in which one has 
an existing interest or right, and ex- 
penses incurred in an attempt to create 
income by the creation of some new in- 
terest.” To be deductible it “presupposes 
an existing business with which the peti- 
tioner is connected.” 

Although the Frank case stated that 
connection with 
the production of income presupposes an 
existing the Congressional 
Committees’ Reports relating to Section 
23(a)(2), 1939 Code, stated that “the 
term ‘income’ for this purpose compre- 
hends not merely income of the taxable 
income which the tax- 
may realize in subsequent 
-’ (CB 1942-2, 430). 
However, in a case dealing with the de- 
ductibility of election campaign ex- 


expenses incurred in 


business, 


year but also 
payer 


taxable years. 
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penses, the Supreme Court in a 5 to 4 
decision, (McDonald, 323 U.S. 57, 1944), 
held that Section 23(a)(2) was introduced 
into the Code in order to cover ex- 
penses not specifically connected with 
“business” income. Section 23(a)(2), 1939 
Code (Section 212, 1954 Code) therefore 
relates solely to expenses incurred with 
regard to “non-business” income such as 
investment income. 

Although the above cases and the 
Service clearly set forth the position that 
expenses incurred in seeking employ- 
ment are not deductible either as trade 
or business expenses, or expenses for the 
production of income, the Internal Rev- 
enue Service had permitted these ex- 
penses to be deducted in prior years. 
This was based on an old Ruling OD 
579, CB 3, 130 (1920), which held that 
“fees paid to secure employment are 
considered allowable deductions for the 
purpose of computing net income sub- 
ject to tax.” Yet, in 1922, the Treasury 
ruled in IT 1397, CB 1-2, 145, that 
“amounts expended by a taxpayer in 
seeking a position are personal expenses, 
and are not deductible from gross in- 
come.” 

The position that these expenses are 
deductible is well-supported by 
the above court decisions. As a matter 
of administrative policy, however, these 
expenses had been allowed. The short- 
lived Rev. Rul. 60-158 undertook to 
conform administrative policy ‘to the 
law. The second change, made in TIR 
231, puts the Treasury back in its old 
position of following an administrative 
policy which is equitable but unsup- 
ported by the law. 


not 


Inequities had been foreseen 
Taxpayers, of course, had protested 
that Rev. Rul. 60-158 would have been 
inequitable in that employees would 
be required to pay income tax on in- 
come never received. For example: If 
an employee was required to pay his 
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first week’s salary to an employment 
agency he would have been required to 
pay income tax on such salary even 
though it went directly to the employ- 
ment agency. Of course, if the em- 
ployer elected to pay the employment 
fee, the amount would have been a de- 
ductible business expense of the em- 
ployer. However, if the employer payed 
this specifically on behalf of the em- 
ployee, the amount would represent 
additional income to the employee. The 
employee would not then have had a 
corresponding deduction for the em- 
ployment fee paid. 

This ruling could have led to other 
unusual results. For example: Would a 
fee paid by an entertainer to his book- 
ing ag. .t for seeking a new engagement 
be a deductible expense? Based on this 
Ruling, it might not be deductible. 
However, if the entertainer could estab- 
lish he was in the “business” of an en- 
tertainer seeking various engagements 
throughout the year, these expenses 
should be deductible as a business ex- 


pense under Section 162. wv 


Employee should have proof 
expenses are not reimbursable 


AN EMPLOYEE who pays some of his own 
expenses should have clear proof that 
the policy of the company forbids his 
reimbursement. Mere proof that asking 
for reimbursement would be poor busi- 
ness policy or would defeat the purpose 
of the expenditure is not enough. In 
the Coplon case, the Sixth District, 
April 24, 1960, affirmed the long stand- 
ing rule that one who has a right to 
reimbursement for an expenditure can- 
not deduct it as a business expense. Such 
expenditures are held to be in essence 
loans. (Glendinning McLeish & Co., 
24 BTA 518, 1931, Levy, 212 F.2d 552, 
Ca-5, 1954). 

The taxpayer, a vice president of the 
Shoe Corporation of America was retail 
sales supervisor of an area which in- 
cluded His sub- 
ordinates were district and store man- 
agers. The taxpayer received a basic 
salary and 414% of the profits of the 
stores in his territory. The district and 
store managers received higher percent- 
ages of store profits. The taxpayer’s suc- 
cess depended to some extent on main- 
taining good relations with his sub- 
ordinates — he entertained them and 
occasionally gave gifts. He did not claim 
reimbursement because the expenditures 
would then have bee charged against 


parts of six states. 
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the profits of the stores, thus diminish- 
ing the earnings of the subordinates 
whose goodwill he was anxious to culti- 
vate. The Tax Court (TCM 1959-34) 
found the taxpayer’s explanation “plaus- 
ible” but denied the claimed deduction 
because of the right to reimbursement. 
The court of appeals affirmed. 

Mr. Coplon had a more appealing 
case than other persons whose claims for 
similar deductions have been rejected. 
Revenue Agent Podems, for example, 
who was denied deduction for expenses 
that would have been reimbursed if he 
had submitted vouchers, had no busi- 
ness reason for failing to do so. (24 TC 
21, 1955.) In the Levy case, cited in the 
opinion of the court of appeals, a ten- 
ant’s failure to recover reimbursable ex- 
penditures from this landlord was un- 
explained. In Coplon’s case, however, 
reimbursement of the expense might 
have defeated the purposes for which the 





expense had been originally incurred. 

One may wonder whether there is an 
essential difference between the deduc- 
tion of a refund to customers made 
without legal liability to preserve good- 
will, approved in Canton Cotton Mills 
(94 F. Supp. 561 Ct. Cls, 1951), and Mr. 
Coplon’s forbearance, also in the in- 
terests of goodwill, to claim reimburse- 
ment for an expense. 

The courts’ refusal to relax in these 
circumstances the rule barring the de- 
duction of reimbursable expenses em- 
phasizes the importance of an arrange- 
ment between employer and employee 
in such situations that certain expenses 
incurred by the employee are not re- 
imbursable. Coplon’s problem could, of 
course, have been solved if the corpora- 
tion had agreed not to reduce the bon- 
uses due the district and store managers 
on account of his expenses for their 
benefit. w 


New decisions affecting individuals 


Can’t deduct settling damage to house; 
didn’t show overall loss of value. In 1948 
taxpayer bought a house (then about 50 
years old) for a total cost for land and 
building of about $21,000. He thereafter 
spent some $7,000 for improvements and 
$8,000 in sewer assessments, bringing his 
total cost to $36,000. In 1955 he claimed 
a casualty loss of $7,000 due to settling 
of the house as the ground shrank dur- 
ing severe drought. He measured his 
loss by the difference between an ap- 
praisal of the property at $40,000 prior 
to and $33,000 after the damage. Eight 
months after the latter appraisal, he 
sold the property for $41,000. The court 
disallows the loss on the grounds that 
taxpayer failed to prove the fair mar- 
ket value of the property as a unit ma- 
terially decreased by the settling and 
cracking of the residence. It was evident 
that to the actual purchaser, who razed 
the residence and erected an apartment 
house, damage to the house had no 
effect on the value of the whole prop- 
erty. Since the sale of the property was 
made reasonably close to the time of 
damage, it, rather than the appraisal, is 
regarded as a more reliable evidence of 
value. Woods, TCM 1960-12. 


Wagering losses disallowed. A_profes- 
sional gambler failed to prove that he 
was entitled to offset claimed losses, as 
shown in his notebooks, against wager- 
ing gains. The court determines the 


available loss offset under the Cohan 
rule. Bickers, TCM 1960-83. 


Illustrator considered carrying on a 
business for profit. Taxpayer had been 
quite successful as an illustrator before 
her first marriage in 1914-18, and after 
a considerable lapse of time was again 
successful in this field in the period 
between her two marriages. After the 
death of her second husband, she at- 
tempted to write her memoirs but was 
unsuccessful in having the manuscript 
accepted for publication. She also en- 
gaged in illustrating children’s books 
but did not compete or sell any of the 
illustrations before she suffered a break- 
down in 1951, when she retired. The 
court finds taxpayer was in the busi- 
ness of illustrating for a profit in 1951 
and determines the total deductible busi- 
ness expenses pursuant to the Cohan 
rule. Whitman, TCM 1960-88. 


Capital gain on sale of secret process. 
Taxpayer’s deceased husband made a 
secret process available to the U. S. 
Navy in 1941. After his death, taxpayer 
sold her rights in the process to a 
corporation in what was conceded to be 
an arm’s-length transaction. The gov- 
ernment opposes capital gain treatment, 
contending that disclosure of the secret 
processes to the Navy placed them in 
the public domain so that they were not 
“property held by the taxpayer.” The 
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court finds for the the taxpayer. The 
agreement with the Navy was no more 
than a license, and all parties treated 
the secret processes as property of the 
decedent up to the time of his death. 
Responsible corporate officials would 
not pay for something in the public 
domain. Huckins, DC Fla., 4/1/60. 


Lawyer allowed to deduct part of 
athletic club dues. Taxpayer, an attor- 
ney, claimed that he had joined an 
athletic club solely for business reasons. 
Because he used the club for both busi- 
ness and pleasure, the Tax Court sup- 
ported the Commissioner: limitation of 
this deduction to two-thirds of his an- 
nual dues. The Tax Court also held that 
expenses he incurred in connection with 
running for club office were not ordin- 
ary and necessary, therefore not de- 
ductible. This court affirms. Taxpayer 
failed to produce convincing evidence 
that the Commissioner’s determination 
was erroneous. The club was not an 
association of lawyers, nor is it conceiv- 
able that election would enhance either 
his skill or reputation as a lawyer. Long, 
CA-8, 4/13/60. 


Stockholder who misappropriated his 
insolvent corporation’s funds has tax- 
able income. In 1952, taxpayer took 
$131,000 from his wholly-owned, in- 
solvent corporation and deposited it in 
his personal bank account. The with- 
drawals were shown as loans on the 
corporation’s books. Later in 1952, tax- 
payer repaid $23,000 to the corporation 
or its creditors. In 1956, taxpayer was 
convicted of fraud because of the trans- 
fer. Relying on Ruthin (343 U.S. 130), 
the Tax Court rules that taxpayer has 
taxable income of $108,000 in 1952. The 
court notes that, although taxpayer had 
an obligation to repay the funds, he 
had such control over them in 1952 that 
they were taxable income. Leaf, 33 
TC No. 125. 


Food and lodging in Alaska were for 
convenience of employer [Acq.]. Tax- 
payers, husband and wife, worked on a 
construction project about forty miles 
from Anchorage, Alaska. They were sub- 
ject to call twenty-four hours a day and 
seven days a week. Because of the in- 
accessibility of the area, taxpayers chose 
to live and eat without cost at their em- 
ployer’s camp nearby. Their employer 
estimated the value of the food and 
lodging to be about $40 per week each 
and added it to taxpayers’ weekly earn- 
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ings for the purpose of computing with- 
holding tax. These amounts were also 
included in taxpayers’ W-2s. The Tax 
Court, citing Olkjer, 32 TC 464, ap- 
proved exclusion of these amounts from 
taxpayers’ income. Although taxpayers 
were not required to live at the camp, 
they could not otherwise have per- 
formed their duties and the meals and 
lodging were therefore furnished for the 
convenience of the employer. The book- 
keeping methods of the employer do 
not control taxability. Stone, 32 TC 
1021, acq., IRB 1960-10. 


Wife taxable on proceeds of sale of 
patent after assignment of sale contract 
to her [Acquiescence}. Taxpayer sold a 
patent for payments during the life of 
the patent. Six years later he assigned 
this contract to his wife. The Tax Court 
held the wife taxable on subsequent 
payments. The assignment was not an 
anticipatory assignment of income but 
a real gift of property. Previous non- 
acquiescence is withdrawn. Reece, 24 
TC 187, acq., IRB 1960-10. 


Lump-sum payment was separate from 
alimony. The court decree divorcing 
taxpayer from his wife provided for a 
lump-sum payment of $25,000 to her 
plus $300 per month alimony. Taxpayer 
contended the provisions taken together 
constituted a periodic payment of ali- 
mony. However, the court agrees with 
the Commissioner that the $25,000 is a 
separate lump-sum payment and thus is 
not deductible. Knowles, DC Miss., 2/ 
17/60. 


Teacher may deduct cost of travel to 
Europe. A third grade teacher instruct- 
ing in art, geography, and other courses 
was given approval by her employer to 
travel in Europe in satisfaction of a re- 
either attend 
undertake approved travel 
once every five years. The court per- 


quirement to summer 


school or 


mits her to deduct her expenses of 


travel as constituting ordinary and 


necessary business expenses. Sanders, 


TCM 1960-61. 


Employee allowed part of cost of home 
telephone. An employee of the Postal 
Transportation Service was required by 
Postal Service regulations to have a 
telephone at home. He is held entitled 
to a business deduction only to the 
extent that the cost of installing and 
maintaining a home telephone repre- 
sented a business, as distinguished from 
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a personal expense. Since the evidence 
was not sufficient to establish precisely 
how much telephone was used for busi- 
ness purposes, the court, applying the 
Cohan rule estimates $25 out of a total 
telephone expense of $80 as a business 
expense deduction. Lee, TCM 1960-58. 


Auto expenses allowed for distance to 
nearest housing. Taxpayer was a 
plumber working on an Atomic Energy 
Commssion construction job which the 
court found was of indefinite duration. 
The nearest housing available was 46 
miles from the site, but he lived in a 
town 70 miles away. The court allows 
as a deduction the auto expense based 
on the 46 mile trip. But the court finds 
two other jobs were temporary. On them 
taxpayer is allowed full travel expenses. 
Hartsell, DC Ida., 2/15/60. 


Travel expenses disallowed to employee; 
he was not away from tax home. Tax- 
payer was employed for two full years, 
but by five different contractors, as an 
electrician on a project in Rockdale, 
Texas. During this time, taxpayer main- 
tained a home in Austin, Texas, where 
his wife stayed. During the week he 
stayed at Rockdale and returned to 
Austin for the weekend. The Tax Court, 
relying on its recent decision in Eaves, 
33 TC 107, rules that taxpayer’s stay 
in Rockdale was indefinite rather than 
that Rockdale was . there- 
fore taxpayer's principal post of duty 
and accordingly, denies a deduction for 
meals and lodging while working in 
Rockdale. Auto expenses incurred while 
traveling to Austitn on weekends are 
also disallowed. Smith, 33 TC No. 119. 


tem porary, 


Alimony deductible even though hus- 
band receives stock under separation 
agreement. in their separation agree- 
ment, taxpayer agreed to pay his wife 
a fixed monthly allowance for her main- 
tenance and support until she received 
certain insurance payments which would 
become due on the death of a prior 
life interest. Taxpayer’s wife, in return, 
agreed to convey to taxpayer certain 
stock which she held in the family cor- 
poration; she also agreed, in the event 
of a divorce, not to apply for alimony. 
Taxpayer and his wife were subsequent- 
ly divorced. Taxpayer made payments 
pursuant to the agreement and deduct- 
ed the amounts paid under Section 215 
(which allows an alimony deduction if 
the wife is required under Section 71 
to report in her income an alimony pay- 


ment imposed because of the marital re- 
lationship). The Commissioner disallow- 
ed the deduction on the ground that the 
payments were not imposed because of 
the marital relationship, but rather were 
incurred solely as consideration for the 
stock that taxpayer’s ex-wife conveyed 
to him under the agreement. The court 
holds that the periodic payments are 
deductible under Section 215 and finds 
that the conveyance of this stock to tax- 
payer was motivated by non-monetary 
considerations, particularly a desire to 
keep the stock within the family. Fur- 
ther, the separation agreement, being in 
terms of “support and maintenance,” 
manifests the parties’ intention that the 
payments be for support. The fact that 
the payments would probably stop when 
the periodic payments approximate the 
value of the stock transferred is not, 
the court concludes determinative. 
Blate, 34 TC No. 14. 


Alimony not deductible, applicable to 
periods prior to the divorce. Some of 
the payments taxpayer made to his wife 
after their divorce applied to periods 
prior to the divorce. The Tax Court 
held that they were includible in the 
wife’s income since the Code treats pay- 
ments received after the divorce as ali- 
mony, and that they are, therefore, de- 
ductible by the husband as alimony. 
This court reverses. Up to the date of 
the divorce decree, taxpayer had an 
obligation to support his wife and pay- 
ments applicable to that period may not 
be deductible as alimony. The character 
of the payment is not changed because 
they were made after the decree. One 
judge dissents on the ground that the 
Code refers to “payments received sub- 
sequent to such decree.” DeWitt, CA-2, 
4/15/60. 


Payments earmarked for support of 
child not deductible as alimony. A 
separation agreement later incorporated 
in a divorce decree provided that the 
husband was to pay $50 a week for the 
maintenance and support of his ex-wife 
and their child “so long as the child 
shall be a minor,” and the sum of $30 
a week thereafter. The court interprets 
the “fair intent” of the agreement to be 
that so long as the child lived and was 
a minor the amounts payable to the 
mother in excess of $30 a week were pay- 
able for the child’s support. Therefore 
such amouts were not deductible by the 
husband as alimony nor taxable to the 
wife as income. Haber, TCM 1960-84. 
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Needn’t deduct contributions in com- 
puting depletable income [Acquies- 
cence]. Taxpayer was entitled to per- 
centage depletion, the allowance being a 
percentage of its net income from the 
property. The Commissioner insisted 
that contributions to certain local hos- 
pitals and charities were really business 
expenses and reduced the depletable 
net income. The court, referring to the 
many cases holding similar contributions 
were allowable only as charity because 
the company and its employees received 
no special benefit, agreed with the tax- 
payer that the amounts here are allow- 
able only as contributions and do not 
reduce the depletion allowance. U. S. 
Potash Co., 29 TC 1071, acq., IRB 1960- 
9. Similarly, F.H.E. Oil Co., 3 TC 13, 
acq., IRB 1960-9. 


Income for depletion base is net after 
sales company’s commission. Taxpayer, 
which mined and crushed stone, made 
all its sales through a sales company 
owned jointly by taxpayer and another 
stone crusher. The sales company had 
no trucks, no inventory and never re- 
ceived delivery. Shipments to customers 
were F.O.B. taxpayer’s plant. The sales 
company deducted its commission and 
selling costs, and remitted the balance 
to taxpayer, regardless of collection 
from its customer. It established its own 
selling prices, supervised its own in- 
ternal operations, sent monthly state- 
ments advising the taxpayer of the net 
amount the selling company was to re- 
mit. The District Court found the rela- 
tionship between taxpayer and the sales 
company to be vendor and vendee, not 
agent and principal. Taxpayer may in- 
clude in its gross outcome on which per- 
centage depletion is computed only the 
net received from the selling company 
after it deducted its sales commission. 
This court affirms without opinion. 
Camp Concrete Rock Co., CA-5, 3/25/ 
60. 


Mining claim owners (not miners) en- 
titled to depletion. Taxpayer held sev- 
eral uranium mining claims on land 
owned by the U. S. It entered into one- 
year contracts with others who mined 
and delivered the extracted ore to tax- 
payer. Taxpayer transported it to a 
Government processing plant at a price 
fixed by the Atomic Energy Commis- 
sion, which also fixed an allowance for 
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hauling. Taxpayer paid two-thirds of 
the price to the miners and retained 
one-third and the hauling allowance. 
The Tax Court, citing Parsons v. Smith 
(359 U.S. 215) decides that taxpayer is 
entitled to depletion based upon the 
full selling price of the ore. The court 
is moved by the fact that taxpayer 
owned the mining claims, made the in- 
vestment in the minerals, entered into 
contracts for the extraction and delivery 
of the ore to it and had the only license 
to dispose of the ore and receive the 
A.E.C. price. The miners made no in- 
vestment and therefore had no economic 
interest in the minerals. Three dissent- 
ing judges would find that taxpayer 
transferred an economic interest in the 
property to the miners and both should 
be entitled to depletion. Taxpayer 
should not be allowed depletion on the 
full sales price. The court also rules 
that the hauling allowance is not in- 
cludible in gross income from mining 
for the purpose of computing depletion. 
Only transportation from the point of 
extraction to the plant where ordinary 
treatment processes are applied to make 
the mineral commercially marketable is 
so allowable. Here, taxpayer did not 
process the ore. Utah Alloy Ores, Inc., 
33 TC No. 103. 


Shut-in payment is oil royalty. A shut- 
in payment is a payment made by the 
operator of an oil well to the lessor 
when production must be temporarily 
discontinued. During the shut-in period 
the operator must use due diligence to 
obtain a market for the oil. The court 
notes that the lease is not terminated 
for failure to make these payments, so 
that the nature of the payment is more 
like a royalty than a rental. As a royal- 
ty, the payment is subject to 2714% de- 
pletion. Johnson, DC Tex., 3/1/60. 


Capital gain on timber cuttting. Tax- 
payer had a timber 
which required that he offer the lumber 
to the owner of the timberland for a 
first refusal option. This restriction, the 
court holds, did not affect taxpayer's 
title to the timber and did not limit his 
right to capital gain treatment on the 
cutting. Wirkkala, DC Wash., 2/23/60. 


contract to cut 


Depletion rate on dolomite determined. 
From an analysis of the chemical con- 
tent of the mineral, the court deter- 


mines that the product of taxpayer's 
mine was dolomite and not limestone 
of a metallurgical or chemical grade. 
The rate of depletion is 10%. Erie Stone 
Co., DC Ohio, 3/18/60. 


Taxpayer was carried party; may de- 
duct operating losses. The court in- 
terprets taxpayer's assignment of oil and 
gas leases in 1947 as making him a car- 
ried party. As the court interprets this 
case, the proceeds of taxpayer’s half in- 
terest were being applied to pay his ob- 
ligations and therefore inured to his 
benefit; accordingly the income from his 
interest is taxable to him and the al- 
locable expenses deductible by him. 
Since expenses exceeded income (the 
venture was unsuccessful and was aban- 
doned) taxpayer is allowed a net loss, 
which is an operating loss carryover to 
other years. Rubin, TCM 1959-223. 


No depletion allowance on man-made 
deposits. Around 1900, considerable ac- 
tivity in Florida in the mining of hard 
rock phosphate resulted in the dis- 
charge of fine particles of phosphate 
into natural water courses where they 
settled to rest on the bottom. Over the 
years, this resulted in accumulation of 
collodial phosphate, which became 
covered with heavy vegetation. A com- 
mercial use was later discovered for 
collodial phosphate, and taxpayer and 
others searched for it, removed the over- 
burden, dug it up, dried and bagged it 
for sale. The court rejects taxpayer’s 
claim for a depletion allowance. This 
is an effort to rework the “tailings” of 
mining operations to extract the same 
minerals. Collodial phosphate is not a 
natural deposit. Not only is it not in 
its natural location, it is not even in its 
natural state. Soil Builders, Inc., CA-5, 
4/22/60. 
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How mortgages affect basis; the rules 


are in accord with economic reality 


by RAYMOND RUBIN 


The statutory authority for some of the fundamental rules for inclusion of mort- 


gages in basis is not at all clear. Mr. Rubin analyzes the economic reality of the 


most common types of mortgage-financed real estate purchases and shows that the 


courts and the Regulations have developed practical rules to govern their tax 


handling. 


oe 1012 of the Code provides: 
“The basis of property shall be the 
cost of such property; except as other- 
wise provided. . . .” Section 1012 does 
not explicitly mention the effect of a 
mortgage on the basis of property. If 
property is purchased subject to a pre- 
existing mortgage, or if the buyer gives 
a purchase money mortgage, the amount 
of the mortgage is, as a general rule, 
treated as part of the cost of the prop- 
erty, in addition to any cash expended. 
Therefore, the amount of the mortgage, 
together with the amount paid in cash, 
is included in the taxpayer’s basis for 
purposes of computing gain or loss and 
for purposes of depreciation. This rule 
applies whether or not the taxpayer 
incurs personal liability on the mort- 
gage. 

As an original proposition, it might 
be argued that a mortgage should not 
be included in basis where the buyer is 
not personally liable. The function of 
basis is to provide a tax-free recovery of 
investment. Where the buyer is not per- 
sonally liable, it could be argued that 
the existence of the mortgage is not a 
sufficient investment to warrant an in- 
clusion in basis. If such a rule were fol- 
lowed, payments in reduction of the 
principal of the mortgage would pre- 
sumably be added to basis when made. 


Mortgages in basis 


The inclusion of mortgages in basis 
rests partly on an assumption that the 
mortgage will eventually be paid.? 
Where the buyer is personally liable, he 


is legally compelled to discharge the 
debt. If no personal~liability has been 
incurred, the assumption that payment 
will be made is supported by the prob- 
ability that the owner will protect his 
equity in the property by paying the 
mortgage. 

Where depreciable property is in- 
volved, the present rule, which includes 
mortgages in basis regardless of per- 
sonal liability, is preferable to the ap- 
proach outlined above. If basis de- 
pended on actual cash investment, de- 
preciation deductions would tend to be 
greater toward the end of the useful life 
of the improvements, thereby distort 
ing taxable income. The present rule 
results in a greater correlation between 
depreciation deductions and economic 
depreciation. A further objection to ex- 
cluding mortgages from basis would be 
the necessity of adjusting basis each time 
a payment of principal was made.’ 
Finally, a rule which would exclude 
mortgages from basis because of absence 
of personal liability would produce dif- 
ferences in results based on insubstantial 
differences of fact. Thus, if a borrower 
borrowed without incurring personal 
liability to help finance a purchase of 
property, and gave a mortgage to secure 
repayment of the loan, the borrowed 
money would be part of his cost basis. 
There seems to be no reason for a dif- 
ferent result because the seller (or a 
predecessor) was the borrower and gave 
the mortgage. 

While, as stated above, the general 
rule is that the amount of pre-existing 


or purchase money mortgages is includ- 
ed in the basis of purchased property, 
regardless of personal liability, there are 
some possible exceptions. It is not clear 
whether a mortgage is includible in 
basis if the value of the property is less 
than the amount of the lien at time of 
purchase and the taxpayer is not per- 
sonally liable. In Blackstone Theatre 
Co.4 the Tax Court held that the 
amount of tax liens on real property 
when purchased was fully includible in 
basis for years prior to their partial can- 
cellation.5 Apparently, no proof was 
given regarding the value of the prop- 
erty at the time of purchase, and the 
court assumed it to be at least equal 
to the face amount of the liens. How- 
ever, the Court noted that if the value 
of the property when purchased had 
been less than the face amount of the 
liens, a different result might have been 
reached. 

In the absence of personal liability 
there would be no legal compulsion to 
discharge the debt, and there might be 
no economic compulsion to do so where 
the amount of the lien exceeded the 
value of the property. Under such cir- 
cumstances, an assumption that the debt 
would be paid might be deemed un- 
warranted, with the result that the lien 
would not be included in basis.7 


Purchaser personally liable 


A question also exists where the 
amount of a purchase money obliga- 
tion exceeds the value of the purchased 
property and the taxpayer is personally 
liable. Here the alternatives are that the 
full amount of the obligation should be 
included in basis, or instead, that only 
the portion equal to the value of the 
property should be included. This ques- 
tion affects, primarily, the timing of 
deductions. For, if the excess of the 
amount of the obligation over prop- 


1 Montana-Dakota Utilities Co., 25 TC 408 (1955) 
acq. CB 1956-2, 7; Blackstone Theatre Co., 12 TC 
801 (1949) acg. CB 1949-2, 1; see Crane, 331 U.S. 
1, 10 (1947). 

2See B. F. Avery & Sons, Inc., 26 BTA 1293 
(1982) app. dismissed, 67 F.2d 985, CA-6, 1933. 

3 These considerations were mentioned by the Su- 
preme Court in Crane, note 1, supra, which in- 
volved the question of the inclusion of mortgages 
in basis only indirectly. Cf. also Associated Pat- 
entees, Inc., 4 TC 979 (1945); acq. CB 1946-1, 1. 
#12 TC 801 (1949) acg. CB 1949-2, 1. 

5 The decision applied only to years prior to the 
year when the liens were discharged. The effect on 
basis for years subsequent to the year of discharge 
of the liens was not in issue. 

®12 TC, note 8, p. 805. 

7 Consideration was given by the Mills Subcommit- 
tee, in 1956, to the addition of a new provision to 
the Internal Revenue Code which would have lim- 
ited basis to cash investment where there was no 
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erty value were not included in the basis 
of the property, it would probably be 
treated as a discount on the obligation, 
and amortized ratably over its term.8 
Otherwise, in the case of improved real 
estate, the excess would be apportioned 
as basis between land and improve- 
ments, and the amount allocable to im- 
provements would be depreciated over 
their life. The treatment of this prob- 
lem might also affect the amount of 
ordinary income and capital gain real- 
ized from the property.® 

In Sacramento Medico Dental Bldg. 
Co.,10 the Board of Tax Appeals held 
that in such a situation the full amount 
of the mortgage should be included in 
basis. It stated no reason for its decision, 
other than that the face amount of the 
obligation was the taxpayer’s “cost.’11 

A Third Circuit dictum in Montana 
Power Co.12 expressed the view that no 
discount arises where a liability is in- 
curred to purchase property. In that 
case, the taxpayer attempted to amortize 
a discount which it claimed resulted 
from an acquisition of property for its 
bonds, in a nontaxable reorganization. 
Under Section 113(a)(7) of the Revenue 
Act of 1936, the taxpayer was required 
to use its transferor’s basis for the prop- 
erty. The taxpayer argued that it was 
entitled to amortize as a discount the 
excess of the face amount of the bonds 
over such basis. The district court denied 
an amortization deduction as claimed 
by the taxpayer.13 But it would have 
allowed a similar deduction based on 
an excess of the face amount of the 
bonds over the fair market value of the 
property, if the taxpayer had estab- 
lished the value of the property. This 
the taxpayer failed to do. The court of 
appeals affirmed the lower court’s de- 
cision regarding the difference between 
the taxpayer’s basis and the face amount 
of the bonds which it had issued. It de- 


personal liability and liens exceeded value. (Sub- 
committee on Internal Revenue Taxation of the 
Committee on Ways and Means, “List of Substan- 
tive Unintended Benefits and Hardships.” Part 1, 
Item 12, Nov. 9, 1956.) However, no such provis- 
ion was enacted. 

® Reg. Section 1.61-12(c) (3). 

® Thus, suppose a taxpayer buys unimproved land 
worth $10,000, giving his note in the principal 
amount of $11,000. The note is secured by a mort- 
gage, bears no interest, and is payable in ten 
years. Nine years later, the taxpayer sells the 
land, subject to the mortgage of $11,000 and re- 
ceives $4,000 in cash. If the taxpayer’s basis is the 
face amount of the obligation incurred on pur- 
chase, $11,000, he would realize a long-term capi- 
tal gain of $4,000. If, instead, his basis is only 
$10,000 and $1,000 has been treated as a discount, 
his capital gain would be $5,000. But he would 
have deducted $900 against ordinary income while 
he held the property, and $100 against ordinary 


clined to pass on the question of 
whether a difference between the face 
amount of the bonds and the value of 
the property should result in an 
amortization deduction. 

A minority opinion, however, adopted 
the position that discount does not exist 
where obligations are issued for prop- 
erty.14 One of the reasons given for this 
conclusion was that the allowance of a 
deduction for amortization of discount, 
as set forth in past Treasury Regula- 
tions, referred explicitly only to “fund- 
ing” transactions, 1.e., where cash was 
borrowed. In such transactions, the cost 
of borrowing the money is readily ascer- 
tainable, whereas in a purchase of prop- 
erty, “it is impossible to ascertain 
whether there will be a loss or a gain 
until the property is sold.” 


Timing of deductions 

It does not seem relevant to the ques- 
tion of correct timing of deductions that 
gain or loss on the property cannot be 
determined until it is sold. While the 
Regulations allowing deductions for 
amortization of discount do not express- 
ly cover transactions where a liability is 
incurred to purchase property, they 
seem to be based on the general rule 
that the cost of obtaining credit should 
be written off while the taxpayer en- 
joys the credit.15 Where the amount of 
a purchase money obligation exceeds the 
value of the purchased property, the 
excess is, in some cases, attributable to 
the fact that the property has been pur- 
chased on credit, so that there is a 
justification for treating the excess as a 
discount.16 However, a substantial ad- 
ministrative difficulty would exist if it 
were necessary to make appraisals each 
time property was purchased on credit 
in order to determine whether a dis- 
count existed. This difficulty may war- 
rant making a distinction between cash 
income upon the sale. See Metropolitan Properties 
Corp., 24 BTA 220 (1931) acq. XI-1 CB 5, app. 
dismissed, (CA-5 1933). 
1047 BTA 315 (1942) nonacq. CA-8 1942-2, 21. 
11 But cf. F. Rodney Paine, 23 TC 391 (1954) rev’d 
236 F.2d 398, CA-8, holding that gain on the sale 
of purchase money notes was ordinary income be- 
cause it represented a “discount.” See also 
Kramon Development Co., 3 TC 342, 349 (1944). 
12 232 F.2d 641 (CA-3 1956) cert. den. 352 U.S. 
843. 
13 121 F, Supp. 577 (1954). 
14 282 F. 2d 541, 545. 
15 See, e.g., S.&L. Building Corporation, 19 BTA 
788 (1930) acq. X-1 CB 60. 
16 An alternative possibility is that the buyer has 
overpaid for the property. 
17 Proposed Reg. Sec. 1.1232-3(b)(1), dealing 
with the treatment of gain realized on the sale or 


exchange of bonds, or other evidences of indebted- 
ness issued at a discount, defined the term “orig- 
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and property credit transactions.17 

It is unclear whether a mortgage 
would be included in basis where, even 
though personal liability existed, the 
payment of the mortgage was contingent 
on subsequent events. In Lloyd H. Red- 
ford18 the taxpayer bought real estate, 
giving first and second purchase money 
mortgages. Under the terms of the 
second mortgage, payment was con- 
tingent on the price which would be ob- 
tained by the taxpayer on resale of the 
property. The property was resold sev- 
eral years prior to the hearing in the 
case for a price requiring payment of 
the contingent mortgage. However, the 
taxpayer never made payment, nor was 
any explanation offered to the court for 
the nonpayment. The Tax Court denied 
any inclusion in basis for this mortgage. 
The majority opinion relied on the fact 
that payment was not made even though 
the contingency had been resolved so as 
to require payment. However, a con- 
curring opinion took the position that 
a contingency of liability, per se, should 
result in exclusion of a mortgage from 
basis, apparently regardless of how the 
contingency was, in fact, resolved or 
how probable it seemed that payment 
would be made when the liability was 
incurred.19 


Contingent mortgage 

The contingency of a purchase money 
obligation should not, in_ itself, be 
grounds for excluding it from basis. The 
justification for inclusion of any debt in 
basis is the assumption that it will be 
paid. In some cases, the actual grounds 
for such an assumption may not be very 
strong, even though the liability for pay- 
ment is Therefore, it 
seems incorrect to assume that an obli- 
gation will not be paid merely because 
it is contingent. It would seem prefer- 
able, in such cases, to evaluate the prob- 


unconditional. 


inal issue discount” in part as follows: 

“If an obligation is issued for property other 
than money, the determination of whether an or- 
iginal issue discount exists, and its amount, if 
any, depends upon the relationship between the 
fair market value of the property and the face 
amount of the obligation. If the obligation is is- 
sued in an arms-length transaction and bears a 
fair rate of interest, the face amount of the obli- 
gation will be presumed to represent the fair mar- 
ket value of the property, unless it appears that 
the parties to the transaction intended otherwise.” 

This statement was omitted from the first Regu- 
lations. See also O.D. 959, 4 CB 129 (1921), which 
held that an individual who issued his own bonds 
for Liberty Bonds having a fair market value less 
than the face amount of the issuer’s bonds was en- 
titled to amortize the difference over the life of his 
bonds. 

1828 TC 773 (1957) app. dismissed, (CA-4 1957). 
19 Jd., p. 779. 
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[Mr. Rubin is associated with the New 
York City law firm of Wien, Lane and 
Klein. This article was prepared by the 
editorial staff, with Mr. Rubin’s ap- 
proval, from a paper on tax problems 
of real estate mortgagors which he pre- 
sented at the Tulane Tax Institute last 
Fall. Proceedings of the Institute, to be 
published by Bobbs-Merrill, will include 
the complete paper.] 





ability of payment of the debt and to 
exclude from basis only those obliga- 
tions where the likelihood of payment 
is small. 

Section 1012 provides that the basis 
of property shall be its cost “except as 
otherwise provided. . . .” One possible 
interpretation of Section 1012 is that 
where special statutory provision is made 
regarding basis, such provision is exclu- 
sive, and Section 1012 is wholly inap- 
plicable. It would seem, however, that 
this conclusion is correct in some in- 
stances, but not in others. 


Substituted basis?° 

Among the special provisions regard- 
ing basis referred to in Section 1012 are 
those pertaining to exchanges of prop- 
erty which result in complete or partial 
nonrecognition of gain or loss. These 
provide, in some instances, that the basis 
of the property received by the taxpayer 
in the exchange is determined by refer- 
ence to the basis of the property sur- 
rendered by the taxpayer. 

Thus, under Section 1031, property 
held for investment, or for use in trade 
or business, may be exchanged for prop- 
erty of a like kind with complete or 
partial nonrecognition of gain. Section 
1031(d) contains the special rules gov- 
erning the basis of the property received 
in such exchanges. Under Section 1031 
(d), such basis is equal to the basis of 
the property transferred by the tax- 
payer, decreased in the amount of the 
money received and the mortgages on 
the property transferred, and increased 
in the amount of any gain recognized 
in the However, Section 
1031(d) makes no explicit mention of 
the effect on basis of mortgages on the 
property received by the taxpayer. 

If the formula provided in Section 
1031(d) were applied exclusively, mort- 
gages oh property received by the tax- 
payer in such an exchange would not be 
included in his basis. This would pro- 
duce a clearly inequitable result. Thus, 
suppose that Taxpayer X exchanged 
Whiteacre, having a cost basis of $10,000 


exchange. 
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and a value of the same amount, for 
Blackacre, worth $20,000 and subject 
to a mortgage of $10,000. Suppose that 
X then sold Blackacre subject to the 
mortgage and received $10,000 in cash. 
It is clear that X, having a total cash in- 
vestment of $10,000 and having realized 
the same amount that he _ invested, 
should not be taxed on the sale of Black- 
acre. Application of only Section 1031 
(d) results in a basis for Blackacre of 
only $10,000, so that a taxable gain of 
$10,000 would be realized on the sale. 
However, the Regulations contain an 
example in which a mortgage on prop- 
erty received in a Section 1031 exchange 
is included in the basis of such prop- 
erty, thereby reaching a correct re- 
sult.21 


Section 333 basis 


A similar failure to make explicit pro- 
vision for the inclusion of mortgages in 
basis is encountered in Section 334(c). 
That section provides for the basis of 
property received in a tax-free complete 
liquidation of a corporation under Sec- 
tion 333. The basis of such property is 
stated to be the basis of the stock can- 
celled, plus the amount of gain recog- 
nized, minus the amount of money re- 
ceived. Here again, the Regulations have 
rectified the omission.?2 

While the inclusion of mortgages on 
property acquired in Section 1031 and 
Section 333 transactions produces de- 
sirable results, the statutory grounds for 
such inclusion is not clear. Similar fail- 
ures to include mortgages on acquired 
property in basis existed in Section 
113(a)(6) (1939 Code predecessor of Sec- 
tion 1031(d)) and Section 113(a)(18) 
(1939 Code predecessor of Section 
334(c)). The Regulations under the 1939 
Code made no provision comparable to 
those contained in the Regulations 
under the 1954 Code. However, Rev. 
Rul. 9528 held, with respect to mort- 
gaged property received in a corporate 
liquidation under Section 112(b)(7) 
(1939 Code predecessor of Section 333), 
that the amount of the mortgage is in- 
cludible in the basis of the property. 
The theory of the Ruling is that the 
mortgage is consideration which is 
given by the shareholder to acquire the 
property, in addition to the stock sur- 
rendered by him. Therefore, the share- 
holder apparently has both a cost basis 
under Section 113(a), and a substituted 
basis under Section 113(a)(18), and the 
transaction is treated as if it were both 
a purchase of property and an exchange. 


Presumably, the same reasoning under- 
lies the results reached in the 1954 Regu- 
lations. 


Transferred basis 


The nonexclusive operation of special 
basis provisions, as described above, 
raises the question of whether a similar 
approach is proper in other instances 
where special statutory provision regard- 
ing basis exists. For example, Section 
362(a) makes special provision for the 
basis of property received in a tax-free 
incorporation under Section 351. The 
basis in the hands of the corporate trans- 
feree there provided is the same as the 
basis of the transferor, increased in the 
amount of gain recognized to the trans- 
feror on the transfer. If a shareholder 
who acquires mortgaged property in a 
Section 333 liquidation is allowed a cost 
basis in addition to the basis for his 
stock, should a corporation which ac- 
quires mortgaged property in a tax-free 
incorporation under Section 351 be al- 
lowed a transferred basis under Section 
362(a) for the stock it issues, and, in 
addition, the amount of any mortgages 
on the property acquired under Sec- 
tion 1012? 

It seems fairly clear that the approach 
of Rev. Rul. 95 is generally inapplicable 
in transferred basis situations. The rea- 
son for the difference in approach re- 
garding cost between substituted and 
transferred basis situations is funda- 
mental. In transactions where a_ sub- 
stituted basis is provided, the material 
tax incidents are those pertaining to the 
taxpayer whose basis is in question. In 
such situations, the taxpayer’s invest- 
ment must be reflected in his basis or 
he will receive no tax-free return of 
capital for it. In a transferred basis situa- 
tion, the material tax incidents are those 
pertaining to the taxpayer’s transferor, 
which are inherited by the transferee. 
Thus, if X, sole stockholder of Corpora- 
tion Y, transfers property to Y which X 
previously purchased for $5,000 in cash 
and the balance by taking subject to a 
$10,000 mortgage, Y’s basis is $15,000, not 
$25,000. X’s cost basis of $15,000, which 
20 The term “substituted basis,”’ as used in this 
article, refers to a basis determined by reference 
to the basis of other property of the same taxpay- 
er. The term “transferred basis” refers to a basis 
in the hands of a transferee of property which is 
determined by reference to the basis of property 
in the hands of the taxpayer’s transferor. The 
term “substituted basis,” as defined in Section 
1016(b), covers both “substituted basis” and 
“transferred basis” as those terms are used here. 
21 Reg. Sec. 1031 (d)-2, ex. 2. 


22 Reg. Sec. 1-334-2. 
23 CB 1953-1, 162. 
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is transferred to Y under Section 362(a), 
already includes the amount of the mort- 
gage. Therefore, treatment of the mort- 


gage as an element of cost to Y would 
result in a double inclusion of the mort- 
gage in Y’s basis.24, * 





New accounting decisions this month 


Payment to attorney is not income to 
client who never got it. Taxpayer’s suit 
for damages was settled in 1941 by the 
delivery to taxpayer’s attorney of a 
check for $6,000 which the attorney en- 
dorsed and deposited to his account. 
Shortly thereafter the attorney died and 
taxpayer never received payment of the 
$6,000. The court holds the receipt by 
the attorney was not the receipt by tax- 
payer, so that the latter was not re- 
quired to report the payment in the 
absence of actual receipt. Hannaford, 
CCM 1960-78. 


CAPITAL GAINS 


Purchase was not by subsidiary and of 
parent’s stock; not a dividend [Old law). 
Two brothers were controlling stock- 
holders of one corporation (a common 
carrier), and one brother and the wife 
of the other controlled a second corpo- 
ration which owned and leased to the 
carrier the vehicles it used. The carrier 
corporation purchased all of the stock 
of the equipment company from the 
holders of the stock—the one brother 
and his sister-in-law. The Commissioner 
taxed the sale as in effect a redemption 
and a dividend. Though the transaction 
occurred in 1954, it was subject to the 
1939 Code and the amendment made in 
1950 which taxed as a dividend the pur- 
chase of stock of a parent by its sub- 
sidiary. That provision would apply 
here only if the equipment company 
controlled the carrier “directly or in- 
directly.” The court says that the mere 
fact that the stockholder of one corpo- 
ration was the wife of the stockholder 
of the other does not prove control. 
Hence that provision of the law is in- 
applicable. Nor did the government 
prove that the sale was a sham; no evi- 
dence was produced and the court re- 
fused to indulge in fiction. It holds the 


* This would not be the case where the sharehold- 
er borrowed after acquiring the property, so that 
the mortgage was not included in his basis. Here, 
however, exclusion of the mortgage from the basis 
of the corporate transferee is necessary to bring 
about a correct result when the corporation sells 
the property subject to the mortgage. Cf. Mend- 
ham Corp., 9 TC 320 (1947), involving the effect 
of a mortgage on the “amount realized’”’ on the 
sale of property originally acquired by the corpo- 
ration from its shareholders in a tax-free ex- 
change. 


transaction is a sale and entitled to 
capital gain. [Under the 1954 Code, if 
one or more persons controlling each 
of two corporations sells the stock of 
one corporation to the other, the sales 
are redemptions of the buying corpo- 
ration’s stock and are taxable, under cer- 
tain circumstances, as a dividend.—Ed.] 
Brown, DC Mich., 2/4/60. 


Capital gain on retirement of invest- 
ment certificates. Taxpayers paid $19,- 
500 for the assignment of two invest- 
ment certificates which yielded $27,300 
at maturity eight years later. The cer- 
tificates provided for annual $650 pay- 
ments by the investor for a 15-year 
period, but these installments could be 
paid in advance as taxpayers had done. 
The court finds that taxpayers are en- 
titled to capital gain treatment. The 
issue is analogous to a corporate bond, 
without interest, in face amount of 
$150 payable in 10 years which is pur- 
chased for $100. The court follows the 
Sixth Circuit decision in Caulkins (144 
F.2d 482). The Ninth Circuit in Mor- 
gan, decided 12/11/59, answered this 
identical question to the contrary. 
[Under the 1954 Code, original issue dis- 
count on bonds issued after 1954 is or- 
dinary income.—Ed.] Rosen, DC Pa., 
3/25/60. 


Capital gain on some real estate sales, 
ordinary income on others. After retir- 
ing from the printing business, taxpayer 
purchased two industrial tracts of real 
estate. This land was sold by taxpayer 
over a seven-year period after extensive 
but unsuccessful efforts to lease it. Tax- 
payer also purchased an 80-acre tract of 
residential property which was _ sub- 
divided and sold over a four-year period. 
Conceding that taxpayer’s purpose in 
acquiring tracts of land suitable for in- 
dustrial development is significant, the 
Tax Court said that the more important 
question is: to what purpose was it 
actually put? The Tax Court concluded 
from the frequency of sale and the 
method of operation that the lands were 
held for sale and that taxpayer’s activi- 
ties amounted to a business. This court 
affirms the Tax Court as to the indus- 
trial sites but reverses it as to the resi- 
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dential property. There was a very con- 
siderable difference in taxpayer's pur- 
poses and activity with respect to the 
industrial and residential properties re- 
quiring different tax treatment. The 
evidence indicates the former were pur- 
chased for leasing, and there was never 
any deviation from this intention as the 
primary purpose. A property owner may 
hold some of it for sale in the ordinary 
course of business and hold the re- 
mainder as capital assets. Wood, CA-5, 
4/11/60. 


Sale of “stock” was a sale of inventory 
resulting in ordinary income. A partner- 
ship which dealt in whiskey acquired a 
large inventory during the period of 
OPA controls. It anticipated a rise in 
prices after removal of controls and 
authorized a whiskey broker to negotiate 
the sale of the partnership interests 
rather than the whiskey so as to be able 
to obtain capital gains treatment of the 
anticipated gain. A buyer was found 
in July 1947. At the end of that month 
the partners formed a new corporation, 
and exchanged the whiskey inventory 
for the latter’s stock. Two months later 
the same buyer arranged to have two of 
his controlled corporations buy the 
stock of the new corporation. On these 
facts the Tax Court held that the part- 
nership effectively sold inventory rather 
than stock and therefore realized ordin- 
ary income from the sale. It found that 
the new corporation was intended to be, 
and in fact was, no more than a struc- 
ture through which the partnership 
transferred its inventory of whiskey to 
the buyer and was therefore a subter- 
fuge. This court affirms the Tax Court 
decision since it is supported by substan- 
tial evidence and is not clearly erron- 
eous. Apart from a paper transaction of 
issuing notes for preferred stock, 98% of 
the assets of the corporation consisted 
of whiskey and cash transferred from 
partnership. There is one dissent on the 
ground that taxpayer’s attorney was: in- 
structed to form the new corporation be- 
fore a possible sale of the inventory was 
discussed. Willett, CA-6, 4/12/60. 


Liquidating distribution of patent li- 
cense agreement has ascertainable value. 
The fair market value of three patent 
license agreements received by a dece- 
dent upon liquidation of a corporation 
is found to be ascertainable since the de- 
cedent himself had valued them at $22,- 
500 in his income tax return in the year 
of liquidation. Accordingly, the liquida- 
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tion was a Closed transaction, and all 
royalties received in pursuance of the 
agreements subsequent to the date of 
liquidation were ordinary income. Est. 
of Marsack, TCM 1960-75. 


Transfer of when-issued contract is sale; 
long term under old law. On September 
19, 1950, taxpayer contracted to sell 
when-issued stock and on the next day 
contracted to buy when-issued stock. 
The price of the when issued stock rose 
and in December 1951 taxpayer trans- 
ferred 40% of his selling contract to 
an individual, for $31,150. In January 
1952, he transferred 40% of his pur- 
chase contract, receiving $29,975. In his 
1951 return taxpayer deducted the $31,- 
150 from ordinary income. The Com- 
missioner held it was a long-term capi- 
tal loss. This court finds that the 1951 
transaction was a sale of a capital asset 
and not a payment for the release of 
taxpayer's liability, as contended by tax- 
payer, and that the loss was long term. 
Taxpayer contended that the loss should 
be short term under Section 117(l) 1939 
IRC (which provides rules for determin- 
ing holding periods on short sales when 
taxpayer has or acquires substantially 
identical property). However, the court 
finds that Section 117(l) applies only to 
when-issued contracts made subsequent 
to September 23, 1950, and here the con- 
tract was “made’’ September 19, 1950. 
[Neither Section 117(l) nor Section 1233 
(b)(d) and (e) of the 1954 Code specific- 
ally covers short-term losses; taxpayer’s 
situation does not seem to fit within the 
language of those sections defining long- 
term losses.—Ed.] Stavisky, 34 TC No. 
16. 


Patent wasn’t held for six months; 
doesn’t qualify for capital gain. Tax- 
payer was required to assign certain 
patents to a corporation in 1947 as a 
condition for the corporation’s obtain- 
ing loans. On January 5, 1949, the 
patents were transferred back to tax- 
payer, simultaneously therewith 
granted to the corporation an exclusive 
license to manufacture, market and sell 
the products covered by the patents in 
consideration of a monthly royalty. The 
court holds taxpayer cannot tack on his 
holding period before January 5, 1949, 
to establish the six-month 
holding period up to the consummation 
of the licensing agreement so as to en- 
able him to treat the royalties as long- 
term capital gain. It also rejects tax- 
payer’s contention that his original 1947 


who 
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assignment was only a transfer of the 
bare title and that he had held equitable 
title for a period in excess of six months 
prior to the agreement. (The 1950 
amendment to Section 117 which pro- 
vides that a transfer of substantial rights 
to a patent is to be considered the sale 
or exchange of a capital asset held for 
more than six months was not then ap- 
plicable). Touchett, TCM 1960-76. 


Gain on sale of timberlands treated as 
capital gain attributable to a joint ven- 
ture. Two tracts of timber and timber- 
lands acquired in 1952 in the name of a 
partnership and sold in 1953 are found 
to have been acquired and sold by a 
joint venture in which the partnership 
owned a 50% interest, and three indi- 
viduals each owned one third of the 
remaining 50% interest. Since the joint 
venture made no effort to develop or 
improve the property (except to acquire 
rights-of-way in and out), or to sell the 
property, the court finds the property 
acquired and sold was not property held 
by the joint venture primarily for sale 
to customers in the ordinary course of 
its trade or business. Profit on the sale 
was therefore taxable as capital gain. 
Taylor, TCM 1960-91. 


Sale of option to purchase vs. sale of 
preperty itself. Taxpayer acquired an 
option to purchase acreage in March 
1949. A gain realized from the convey- 
ance of the land to a third party in 
October 1950 is held taxable as a short- 
term capital gain from the sale of the 
property itself, rather than a long-term 
capital gain from the sale of the option. 
The court finds that taxpayer exer- 
cised the option to purchase the acre- 
age just prior to his sale to the third 
party so that no part of the gain was in 
consideration of the transfer of the op- 
tion itself. In determining the amount 
of gain to be reported in the taxable 
year, taxpayer is permitted to offset 
against the payments received only the 
amounts he paid the optionor that year. 
Miller, TCM 1960-92. 


DEPRECIATION 


Depreciation allowed on pipeline ease- 
ments. Taxpayer claimed depreciation 
on the cost of acquiring easements of 
indefinite duration for the right-of-way 
of its natural-gas pipeline. The district 
court held that taxpayer’s known gas re- 
serves had increased and, accordingly, it 
held there was no showing of loss of 
value of the easements, and no deprecia- 


tion could be allowed. This court re- 
verses and remands the case to district 
court for determination of the proper 
depreciation deduction. While the right- 
of-way does not meet the standard of 
the Regulation requiring that the asset 
be definitely limited in duration, all 
that is required by law is definite proof 
that the asset is one definitely under- 
going exhaustion. The evidence clearly 
establishes that the right-of-way will be 
useful for taxpayer’s purposes for only 
a limited period. The taxpayer offered 
voluminous and specific evidence as to 
its gas reserves, including an annual esti- 
mate pursuant to the requirements of 
the Federal Power Commission and in- 
formation required by the Securities 
and Exchange Commission. Evidence 
sufficient to establish gas reserves and 
gas reserve life before these bodies and 
for general purposes should afford the 
district court sufficient information to 
fix depreciation. Depreciation should be 
determined upon conditions known to 
exist at the end of the tax period for 
which the return is made. When a tax- 
payer shows he is entitled to some de- 
duction, but cannot definitely show how 
much, the court should not deny all de- 
duction, but should make as close an 
approximation as it can. There is a con- 
curring opinion on the principal ground 
that taxpayers may make reasonable esti- 
mates for depreciation purposes, just as 
they can for depletion. There is also one 
dissent on the theory that taxpayer's 
continual additions to proven reserves 
are inconsistent with any realistic basis 
for regarding the useful life of taxpay- 
er’s easements as being of limited life. 
Northern Natural Gas Co., CA-8, 4/13/ 
60. 


DEDUCTIBILITY 


No deduction for amounts paid to settle 
OPA violations. Taxpayers used prices 
computed by their comptroller which 
they knew were in violation of World 
War II Office of Price Administration 
regulations. After an OPA investigation 
was begun, the comptroller was dis- 
missed, and taxpayers revised their ac- 
counting methods. They then paid 
$51,000 in settlement of an OPA action 
for treble damages, for which they 
claimed a deduction as an ordinary and 
necessary business expense. The court 
denies the deduction. To allow it would 
frustrate sharply defined public policy. 
The expense was not necessary since tax- 
payers have not sustained their burden 
of proving that they took reasonable 
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precautions to avoid the violations, and 
that the resulting overcharges were un- 
intentional. Acceptance by the Price Ad- 
ministrator of a settlement is no indica- 
tion that he believed the violation to be 
neither wilful nor negligent. Rosen- 
bluth, DC N. Y., 3/9/60. 


Gordon MacRae sings blues; interest on 
loan not deductible on “round robin” 
financing. Taxpayer, singer Gordon 
MacRae, was advised to buy notes with 
borrowed money, because the interest 
on the loan would be a “good tax de- 
duction,” and gain on the notes at sale 
would be capital. Taxpayer ordered his 
broker to buy $1 million 134% notes, 
giving his check for accrued interest on 
the notes, and his personal non-recourse 
note at 214% interest for the remainder 
of the purchase (the non-recourse fea- 
ture was later eliminated). The broker 
bought and sold (called ‘a borrowing” 
in the trade) $1 million of the notes on 
the same day through various financial 
middlemen. Eight months later taxpayer 
ordered his broker to sell the notes, 
which he did by again buying and sell- 
ing $1 million in notes through various 
financial middlemen. Taxpayer entered 
into three other similar transactions and 
deducted the interest paid for the 
“loans.” The court finds as a fact that 
taxpayer did not intend to borrow, nor 
did any financial companies intend to 
lend, but rather that the entire trans- 
action was a device for the creation of 
a tax deduction. The court disallows the 
deduction holding that no debt was 
created by means of the “financial round 
robin,” since the securities were pur- 
chased and sold within one day, there 
being no real loan of money. Whether 
taxpayer could obtain a deduction 
under Section 23(e)(2) 1939 IRC (losses) 
for the net cost of the transaction to 
him was not decided since it was not 
properly pleaded. The court said the 
transaction was essentially indistinguish- 
able from the one condemned in Good- 
man (30 TC 1178, aff'd 267 F.2d 127). 
Formal appearances were “more artistic” 
here but there was no difference in sub- 
stance. MacRae, 34 TC No. 2. 


License fees were really distribution of 
profit. Taxpayer operated the only li- 
censed on-and-off liquor establishment 
in Michigan City, North Dakota. Its 
corporate charter required all profits to 
be used for civic purposes and it had 
contracted with the city that all profits 
would be used to retire the city’s in- 


debtedness. A city ordinance imposed 
$1,000 license fees on jukeboxes and 
pinball machines in on-and-off estab- 
lishment. Taxpayer paid $5,000 for 
licenses fee on its juke boxes and pin- 
ball machines and another $5,000 on 
skillball machines. The Commissioner 
disallowed the license paid for the skill- 
ball machines on the ground that the 
ordinance did not require it and he 
allowed only $25 license fees for the 
juke boxes and pinball machines. The 
court agrees that the payments were not 
taxes but a division of profits. [The 
story behind these highly unusual facts 
is not revealed by the brief finding of 
fact and conclusion of law. Did Mich- 
igan City, North Dakota, after having 
planned to set up one bar in town and 
use the profit to retire its indebtedness, 
then try to siphon off the profit via 
license fees to avoid the restriction on 
the funds, only to find the IRS with a 
prior claim?—Ed.] Michigan Improve- 
ment Association, DC N. D., 4/5/60. 


No deduction for interest on sham loan; 
overall loss allowed. Taxpayer, who 
was in high brackets, was denied a de- 
duction for interest paid on a “loan” of 
$4,958,000 used to purchase $5,000,000 
face value of U. S. Treasury notes with 
a cash payment of $10,000. The Tax 
Court found there was no real indebted- 
ness and this court affirms. There was 
never in substance either a purchase of 
the notes by taxpayer or a borrowing of 
the purchase funds. However, a dummy 
corporation which sold the notes short to 
taxpayer failed and taxpayer was out of 
pocket $8,500 after settling the trans- 
action. This is deductible as a short 
term capital loss since it arises from 
failure to exercise privileges or options 
to buy or sell property. Becker, CA-2, 
4/5/60. 


Costs of litigation with Alien Property 
Custodian are deductible. Attorney's fees 
incurred to contest the seizure of tax- 
payer’s property by the Alien Property 
Custodian under the Trading with the 
Enemy Act (taxpayer asserting that the 
property was unjustly detained) were 
held by the Tax Court to be not dif- 
ferent from expenses incurred in de- 
fense of title. Accordingly, they were 
not deductible as expenses for the con- 
servation and maintenance of income 
producing property, but must be capital- 
ized. This court reverses. Seizure by the 
Alien Property Custodian was bare se- 
questration. Title did not rest in him 
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until claimant’s remedial actions under 
the act were resolved in favor of the 
government or when the prescriptive 
time under the act had run. The attor- 
ney’s fees were deductible since they 
were incurred to conserve income pro- 
ducing property which taxpayer already 
owned. Ruoff, CA-3, 4/6/60. 


Wisconsin and Illinois penalties are not 
deductible. The Wisconsin income tax 
provides a penalty of two per cent of 
the tax due for delinquency in payment, 
and further provides for interest on the 
unpaid taxes at the rate of one per cent 
per month. Because the two per cent 
penalty is an arbitrary figure, unrelated 
to the length of time the tax remains 
unpaid, the IRS here rules, it is not an 
interest payment deductible for Fed- 
eral income tax purposes. However, the 
one per cent per month interest im- 
posed is called interest by the statute, 
and since it is based on the period for 
which taxes are unpaid, it is no differ- 
ent from any other type of interest paid 
on a delinquent account, and is de- 
ductible for Federal income tax pur- 
poses. Rev. Rul. 60-127. 

Similarly, The Illinois real estate tax 
provides a penalty of 12 per cent of the 
delinquent real estate tax for each year 
or fraction of a year from the date of 
forfeiture of the property until the 
property is redeemed. The tax statute 
also provides an addition to the tax due 
of one per cent per month on taxes 
deemed delinquent. The 12 per cent an- 
nual delinquency penalty, being unre- 
lated to the length of time the taxes are 
delinquent is held to constitute a pen- 
alty which is not deductible for Federal 
income tax purposes, but the one per 
cent per month addition to the real 
estate tax is held to be deductible as in- 
terest, on the authority of Meilnik v. 
California (314 U. S. 564). Rev. Rul. 60- 
128. 


Deduction allowed for prior-year salary 
returned to employer. Taxpayer, ad- 
vanced in years, received $900 in salary 
over a period of years from a partner- 
ship consisting of his sons and their 
wives. He had previously helped form 
the partnership and had been very active 
in it, but at the time he received the 
salary was rendering only nominal serv- 
ices. The payments were made without 
the knowledge of the wives. Later, under 
threat of legal action by the partner- 
ship attorney, taxpayer returned the 
salary and took a deduction for the re- 
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payment. The court allows the deduc- 
tion. Taxpayer received the salary under 
claim of right and properly included it 
in income in the year of receipt. Al- 
though the legal right of the partner- 
ship to return of the salary was ques- 
tionable, taxpayer employed good faith 
business judgment in making the repay- 
ment and should be allowed the deduc- 
tion. Wetstone, DC Conn., 4/19/60. 


No business purpose in taking worth- 
less stock in exchange for good. 'Tax- 
payer, a large stockholder in a company 
creating and manufacturing lithographic 
art, formed a corporation to do design 
and other creative work for the manu- 
Stock in the new 
company was held by many of its em- 
ployees and, when it failed, taxpayer 
gave to all its stockholders some of his 


facturing business. 


stock in the highly prosperous manufac- 
turing company. He claimed a loss on 
the transaction, but the Tax Court did 
not see any ground on which it could be 
allowed. A good many of the stock- 
holders who benefited by this exchange 
were members of taxpayer’s family, and 
the outsiders, employees and others, had 
no obligation to stay with taxpayer's en- 
terprises. This court affirms. The loss is 
not deductible as a business expense 
since the loss was not sustained in any 
business of taxpayer’s. Neither is it de- 
ducted as a loss from a transaction en- 
tered into for profit since the profit 
motive was lacking. Taxpayer’s princi- 
pal motive was to indemnify the stock- 
holders for their losses. A penalty for 
failure to file a declaration of tax is 
imposed, even though taxpayer is en- 
titled to a refund for the year involved. 
Arata, CA-2, 4/27/60. 


Interest on tax deficiency a business 
expense. Taxpayer paid interest on a 
tax deficiency for an earlier year de- 
termined on the basis of an adjustment 
to taxpayer’s livestock inventory. The 
Tax Court held the interest to be prop- 
erly deductible as a business expense for 
purposes of determining a net operating 
loss carryover. This court affirms. Quali- 
fied men may differ in the valuation of 
livestock inventory, and an adjustment 
is an ordinary and perhaps unavoidable 
incident of conducting such business. 
Under the facts the interest was an or- 
dinary and necessary business expense. 
Polk, CA-10, 3/17/60. 


Title abstracts purchased by title search 
company are not deductible. Taxpayer's 
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business was searching real estate titles 
on the basis of which it would obtain 
title insurance policies for its clients. 
Taxpayer followed the practice of pur- 
chasing from outsiders a_ substantial 
number of previously prepared title re- 
ports. They were kept in taxpayer’s files 
until a client became interested in the 
property, at which time the purchased 
report would be brought up to date and 
used to obtain the insurance. Prior to 
1952 taxpayer charged the cost to an asset 
account. For 1952 and later years, tax- 
payer deducted the cost of the purchased 
reports as an ordinary and necessary busi- 
ness expense. The Tax Court disallows 
the deduction. The useful life of the re- 
ports extended beyond the year of pur- 
chase and they represented additions to 
taxpayer's title “plant.” Bay Counties 
Title Guaranty Co., 34 TC No. 3. 


ACCOUNTING METHODS 


Only twelve months’ state property 
taxes may be deducted in any taxable 
year by accrual basis taxpayer. Several 
states have changed the assessment and 
lien dates for property taxes from Jan- 
uary Ist to the preceding December 
31st. Accrual basis taxpayers who accrue 
local taxes on a ratable basis of one- 
twelfth of the tax due every month are 
uneffected by such change since they 
are on the ratable accrual method from 
which they may not change without the 
Commissioner’s prior consent. Accrual 
basis taxpayers who accrue their prop- 
erty tax liability on an annual basis are 
not required or permitted to accrue and 
deduct two years’ property tax liability 
because of any such change in tax assess- 
ment dates, because such a double de- 
duction would distort the taxpayer's in- 
come and would not clearly reflect the 
taxpayer’s income for the taxable year 
involved. However, taxpayers who have 
previously taken a double deduction in 
reliance on prior letter rulings or in re- 
liance on Rev. Rul. 57-616, relating to 
Ohio personal propery taxes, will not 
be required to change the returns they 
have already filed. [This change in 
policy was announced in TIR-214, dis- 
cussed in the June issue 12 JTAX 338. 
—Ed.] Rev. Rul. 60-133. 


Deductions denied for accounting ad- 
justments to reconcile cash and receiv- 
ables. The Commissioner disallowed de- 
ductions based on accounting adjust- 
ments to taxpayer’s cash account, ac- 
counts receivable, and contracts receiv- 
able. The purpose of the adjustments 


was to correct the totals shown in the 
general ledger accounts to agree with 
the individual accounts as shown in the 
subsidiary ledgers. Upon taxpayer’s fail- 
ure to offer any proof that the adjust- 
ments reflected actual expenditures, or 
were necessitated by “accepted account- 
ing practice,” the court upholds the dis- 
allowance. Baughn’s Appliance, Inc., 
TCM 1960-80. 


No change permitted in method of com- 
puting percentage of completion. Tax- 
payers, engaged in the construction of 
Alaskan air bases, were paid monthly 
for 90% of the work done and materials 
used. On their 1950 and 1951 income 
tax returns they reported their income 
based on percentage of completion com- 
puted as the ratio of the progress pay- 
ments received to total contract price. 
Later, taxpayers filed amended returns 
and claims for refund using, instead of 
the percentage of completion based on 
price, one computed on the ratio of 
costs incurred to total costs. Taxpayers 
contended that the original method did 
not clearly reflect their income. The 
court rejects taxpayers’ claim. If the 
method originally selected by taxpayers 
had been correctly applied, it would 
clearly reflect their income. Lord, DC 
Ore., 3/31/60. 


OTHER DECISIONS 


Estate tax valuation bases doesn’t fix 
basis. In 1939, taxpayers, then minors, 
inherited stock in a Brazilian corpora- 
tion, which the executors valued in the 
estate tax return at $11,800. On exam- 
ination, this valuation was doubled due 
to the use of a higher rate in convert- 
ing Brazilian currency to U. S. dollars. 
The resulting estate tax deficiency was 
accepted by the executors. In 1948, the 
taxpayers sold their stock, and using 
the estate tax valuation, reported long- 
term capital gain of $490,000. A year 
later, taxpayers filed a refund claim on 
the ground that the market value of tax- 
payer’s stock at the date of the testator’s 
death was $332,000, and that this should 
have been used as their basis for gain. 
The court finds for the taxpayers. The 
evidence shows that the stock had a 
greate’ value than that used in the 
estat. -ux return. Treasury Regulations 
stating that the value of property as 
appraised for the purpose of the federal 
estate tax shall be deemed to be its fair 
market value at the time of acquisition 
were intended, the court says, only to 
make the appraised value prima facie 
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evidence of actual value. There is no 
estoppel since taxpayers were minors re- 
siding in Brazil with no knowledge of 
their father’s U. S. estate tax. Even 
though the estate tax was underpaid 
because of the undervaluation of the 
shares, the court does not reduce tax- 
payers’ refund of income taxes by the 
amount of estate tax underpaid. The 
doctrine of recoupment is not appli- 
cable because the two taxes do not 
arise out of the same transaction. Two 
judges concur, but they would permit 
recoupment. A third dissents on the 
ground that taxpayers must be bound 
by the actions of the executors who were 
acting in their behalf. Ford, Ct. Cls., 
4/6/60. 


EPT relief denied Polaroid. Taxpayer 
argued that the substantial income 
earned from sales of its new Polaroid 
Land camera during Korean War ex- 
cess profits tax years was abnormal. 
However, the Tax Court held that since 
the increased income was caused by the 
sale of tangible property which resulted 
from research and development, it does 
not qualify as abnormal income for ex- 
cess profits tax purposes. After examin- 
ing the legislative history of the statute, 
this court affirms. “Income from dis- 
covery, exploration or prospecting,” the 
language of the relief provision, relates 
only to natural resources. However, the 
case is remanded to the Tax Court since 
in computing taxpayer’s abnormal in- 
come, interest on an income tax de- 
ficiency was improperly offset against in- 
terest received on a Section 722 over- 
assessment. Polaroid Corp. CA-1, 5/3/ 
60. 


EPT relief denied. The Tax Court 
denies Section 722 relief to taxpayer in 
the absence of a showing that a con- 
structive average base period net in- 
come would provide a larger credit than 
that already allowed taxpayer. Orange 
Roller Bearing Co., Inc., 38 TC No. 
123. 


Excess profits relief for depressed in- 
dustry. Under the relief provisions of 
the Korean excess profits tax, a member 
of a depressed industry computed its 
EPT credit by applying a certain rate 
prescribed by regulations to its total 
assets. The court holds that taxpayer 
did not have to deduct open account 
balances owed to its parent in comput- 
ing total assets. Hillman Barge & Con- 
struction Co., DC Pa., 2/18/60. 
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income tax problems, including Situ- 
ation Guide, Tax-Pattern Outline, 
Detailed Analysis, Bibliography, and 
a complete set of Working Papers. 

The Working Papers—perhaps the 
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include graphic descriptions of prob- 
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and suppliers; prototype submission 
documents to Internal Revenue Serv- 
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consensus recommendations on cur- 
rent corporate tax problems of an 
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help you need, return all materials, 
collect. Otherwise we will bill you at 
the end of the 45-day approval 
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are $45 for one Portfolio (plus 26 
issues of the bi-weekly Memorandum) 
and $16.50 for each additional 
Portfolio. 
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New ruling highlights tax dangers in 


pecuniary marital deduction clause 


by CHRISTIAN M. LAURITZEN II 


Rev. Rul. 60-87 makes completely clear the important difference in tax effect of a 


pecuniary formula marital deduction trust and a fraction-of-the-residue formula 


trust. Mr. Lauritzen does here offer a will clause to create such a fraction-of-the- 


residue trust, but noting the considerable administrative and planning advantages 


of the pecuniary formula he also proposes a pecuniary formula clause that will 


preserve those advantages while avoiding the tax trap set by this new ruling. 


| es YEARS, Joseph Trachtman,! John 
Golden? and other writers? have 
warned of the tax dangers inherent in 
the use of a “pecuniary bequest” for- 
mula clause in setting up a marital de- 
duction trust. In a recent Revenue Rul- 
ing,* the Department has 
snapped the jaws of this tax trap on the 
hapless beneficiaries of the estate. 

The will in question was executed in 
a community property state; but since 
the wife executed a binding election to 
abide by the terms of the will, the whole 
matter is treated in the same manner 
as a standard marital deduction will in 
a common law state. According to the 
Ruling, the marital deduction trust in- 
cluded the wife’s share of certain com- 


Treasury 


munity assets plus “an amount of the 
decedent’s separate property which, 
when added to the value of certain other 
property included in the decedent’s gross 
estate, would equal one half of his ad- 
justed gross estate as finally determined 
for Federal estate tax purposes. 

“After the final determination of the 
value of the decedent’s adjusted gross 
estate for Federal estate tax purposes, 
the executor of the estate transferred 
to the testamentary marital deduction 
trust securities sufficient in value, to- 
gether with the other items to be in- 
cluded therein, to bring the value of the 
trust up to the required one half of the 
adjusted gross estate. In determining the 
value of the property to be transferred 
to the trust, the executor of the estate 
used the fair market value of the prop- 


erty at the date of the distribution. How- 
ever, since the fair market value of the 
property transferred, at the date of the 
transfer to the trust was greater than the 
value used for Federal estate tax pur- 
poses, the specific question arises 
whether gain is realized by the estate be- 
cause of such transfer. 

“In the instant case,” the Ruling con- 
tinues, “the marital deduction trust 
comprises a portion of the residue of the 
decedent’s estate. However, instead of 
using a residuary formula clause, which 
leaves a percentage or fraction of the 
value of the residuary estate to the sur- 
viving spouse or trust, the will uses a 
pecuniary formula clause . which 
leaves a percentage of the ‘adjusted gross 
estate’ to the surviving spouse or trust. 

“The facts in the instant case show 
that the marital deduction trust com- 
prising a portion of the residue of the 
estate is measured by a percentage of 
the value of the adjusted gross estate. 
Under such circumstances, the marital 
trust fund is considered as being pro- 
vided for in a fixed and definite ‘dollar 
amount.’ Accordingly, gain or loss is 
realized by the estate measured by the 
difference between the fair market value 
of the property at the date of distribu- 
tion and the value of the property de- 
termined for Federal estate tax pur- 
poses,” the Ruling asserts. 


Who is liable? 


Having thus concluded that the ap- 
preciation is a capital gain of the estate, 


the Ruling then asks who is liable for 
the tax. Is the distribution of the ap- 
preciated property to the marital de- 
duction trust deductible by the estate 
and taxable to the beneficiary? Despite 
the fact that Section 663(a) provides that 
a distribution of a specific sum of money 
shall not be regarded as a distribution 
of taxable income, the Treasury Depart- 
ment ruled that the appreciation in 
value was not free from tax under Sec- 
tion 663(a) even though the formula used 
in Rev. Rul. 60-87 provided a bequest 
of “a fixed and definite dollar amount.” 
Such a heads-I-win, tails-you-lose posi- 
tion is, of course, an old story to all 
lawyers who have dealings with the In- 
ternal Revenue Service. The vital point 
which this Ruling drives home is that 
there is an important and significant 
tax distinction between a pecuniary 
formula clause and a residuary formula 
clause. This distinction is cogently 
pointed out by the Revenue Ruling, as 
follows: 

“A marital deduction trust of the 
pecuniary formula type provides for a 
trust fund in a fixed and definite 
amount, once the value of the adjusted 
gross estate is finally determined, which 
amount is unaffected by any apprecia- 
tion or depreciation in value of the 
assets comprising the estate. 

“The difference is that under a pe- 
cuniary formula clause the trust will re- 
ceive assets of a fixed and definite 
amount at the time of distribution, 
whereas under the residuary formula 
clause the percentage or fraction will 
be applied for the purpose of making 
distribution of the residuary estate as 
constituted at the time of distribution. 
Therefore, under a residuary formula 
clause, the trust will share in apprecia- 
tion of the value of the estate, which 
is not the case under a pecuniary for- 
mula clause.” 


Usual pecuniary clause 


This Revenue Ruling thus makes it 
a matter of vital concern for each drafts- 
man to consider the language which he 
uses in setting up a marital deduction 
bequest. The language of the instru- 
ment which the Treasury Department 
considered in Rev. Rul. 60-87 is not 
given in the Ruling and for policy rea- 
sons the department will not release the 
language. However, the department re- 
ported to me that the language in the 
first quotation set out above is almost 
word for word the language actually 
used in the will. We can conclude, there- 
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fore, that the will in question used a 
standard type of marital bequest clause 
such as set forth in many form books. A 
typical clause of this nature reads: 

“If my wife survives me, I devise and 
bequeath to my Trustees, in trust, for 
the uses and purposes hereinafter set 
out, an amount equal to 50% of the 
value of my adjusted gross estate as 
finally determined for Federal estate tax 
undiminished by estate or 
other death taxes, either State or Fed- 
eral, less the aggregate value of all in- 
terests in property, if any, which pass 
to my wife under other provisions of 
this will or which have already passed to 
her or for her benefit otherwise than 
under this will, by operation of law, 


purposes, 


through life insurance policies, or other- 
wise, but only to the extent that such 
interests are included in determining 
my gross taxable estate and are allow- 
able as a marital deduction for Federal 
estate tax purposes. This trust fund shall 
be called the ‘‘Marital Trust.’’5 


Fractional clause 

One way to avoid the capital gains tax 
in this situation is to draft the marital 
bequest as a fraction of the residuary 
estate. If this is done, as the Treasury 
Department points out in Rev. Rul. 
60-87, the beneficiary of the marital 
trust participates in the rise or fall of 
the value of the estate assets in the 
same way as the other residuary legatees, 
and the estate escapes the capital gains 
tax on the distribution of the estate 
assets. A formula designed to accomplish 
this result is as follows: 

“All the residue of my property of 
every kind and wherever situated, in- 
cluding all lapsed legacies and devises, 
remaining before the payment of estate, 
inheritance, and like taxes from such 
residue or any portion thereof, but ex- 
pressly including any property over 
which I may have a power of appoint- 
ment at the time of my death, I give, 
devise and bequeath to my trustees here- 
inafter named upon the trusts herein- 
after described: 

“If my wife, Mary White, is living 
at my death, I direct them to hold, 
manage, invest and reinvest the same 
1 Trachtman, “Leaping in the Dark,” 1954 Pro- 
ceedings, Probate and Trust Law Divisions, ABA 
Section on Real Estate, Probate and Trust Law. 
Also in Trusts and Estates, Oct. 1954. 

2 Kiley and Golden, “The Residue Formula as an 
aid to the Executor,” Trusts and Estates, Vol. 90, 
No. 12, Dec. 1951. 

8 See comments by William J. Casey in ““‘Tax Test- 


ed Estate Planning Forms,” Par. 25,104; Rabkin 
and Johnson, “Current Legal Forms,” Vol. 3, pp. 





[Christian M. Lauritzen II is a partner 
in the Chicago law firm of Norman, 
Engelhardt and Zimmerman. He is well 
known as a writer on the tax problems 
of estates and trusts and is editor of the 
Tax Counsellor’s Quarterly.] 





as two separate trusts, the first to be 
known as the Marital Trust and the 
second to be known as the Family Trust. 

“The original proceeds of the Marital 
Trust shall consist of that fractional 
share of such residue of my estate which 
will equal the maximum estate tax 
marital deduction (allowable in deter- 
mining the federal estate tax on my 
gross estate) less the aggregate of the 
marital deductions, if any, allowable for 
such tax purposes by reason of property 
or interests in property passing or which 
shall have already passed to or for the 
benefit of my wife otherwise than by 
the terms of this Article III of my Will, 
by operation of law, through life insur- 
ance policies or otherwise.’’6 

Such a formula is in direct accord 
with the principles set forth in the 
Treasury Department’s Regulations 
which state that if “the decedent be- 
queaths a fraction of his residuary estate 
to a trust for the benefit of his wife, 
which valuation will not change re- 
gardless of any fluctuations in value of 
property in the decedent’s estate after 
his death, no gain or loss would be 
realized by the estate upon the transfer 
of property to the trust.”7 

The use of such a formula solves many 
problems in addition to that of the capi- 
tal gains tax. For example, it resolves the 
problem of the executor being placed 
in the middle when it comes to the dis- 
tribution of the assets. If the executor 
exercises his discretionary power and 
distributes assets to the marital trust at 
Federal estate tax values that are less 
than current fair market values, he is 
acting to the detriment of the residuary 
beneficiary if the bequest is couched in 
terms of a pecuniary type of formula 
clause. Similarly, if the executor should 
claim administration expenses in com- 
puting the income tax, rather than the 
estate tax, he would likewise be vary- 
ing the respective interests of the sur- 
104-104c; Siskind, ‘“‘The Maximum Marital Deduc- 
tion Formula,” N. Y. Law Jour., July 7-8, 1952. 
See also 126-page thesis, “Problems of the Execu- 
tor Arising out of the Marital Deduction Law,” 
by Robert G. Mullen, Continental Illinois National 
Bank and Trust Co. of Chicago, Illinois. 
4 Rev. Rul. 60-87; 1960-10 IRB 18. 
5 This form is copied from Rabkin and Johnson, 


“Current Legal Forms with Tax Analysis,” Vol. 
3, p. 139g. 
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viving spouse and the residuary legatees 
and there would be the possibility of a 
surcharge by the beneficiary adversely 
affected.6 Furthermore, the handling of 
a family business would be facilitated by 
a residuary formula whereas a pecuniary 
formula could cause difficult and _per- 
plexing problems. 

On the other hand, there is a disad- 
vantage in the use of a fraction-of-the- 
residuary formula in that some of the 
flexibility for post-mortem planning is 
lost. For example, if a pecuniary type 
formula is used and property has appre- 
ciated in value, an executor who is given 
power to distribute in kind at estate 
tax values may allocate the appreciated 
property to the non-marital trust. In 
this way the appreciated property is kept 
out of the wife’s estate and there is no 
estate tax on the appreciation until a 
much later time when the property is 
taxed in the estates of the children or 
grandchildren. 


A safer pecuniary clause 


this and other circum- 
stances, therefore, it may be advisable 
in certain situations to use the pecuniary 
bequest formula. When this is done, it 
is of the utmost importance for the 
draftsman to grant to the executor 
power to distribute the estate assets in 


Because of 


such a way as to avoid the tax trap of 
Rev. Rul. 60-87. A suggested clause for 
this purpose is as follows: 

“Such legacy may be satisfied by dis- 
tribution in cash or in kind or partly in 
cash and partly in kind. Each item of 
property or interest in property so dis- 
tributed in kind shall be valued at the 
date or dates of such distribution or at 
the value determined therefor in the 
United States estate tax proceeding in 
my estate, whichever value shall be 
lower, provided, however, that such 
legacy shall not be satisfied by the dis- 
tribution of (i) any property or interest 
in property which does not qualify for 
said marital deduction or the proceeds 
of the sale or other disposition of any 
such property, or (ii) any property or 
interest in property located outside the 
United States of America (including se- 
curities issued by or other evidences of 
® This form is copied from Casey, “Tax Tested Es- 
tate Planning Forms,” par. 25,109-1. For a thor- 
ough discussion of the advantages of this type of 


formula see Kiley and Golden, supra, Note 2. 
7 Reg. 1.1014-4(a) (3). 


8 See Estate of Warms, 140 NYS (2d) 169 (1955); 


Estate of Bixby, 140 ACA 387 (Calif. 1956); Ee- 
tate of Rice, Orphan's Court, Montgomery County, 
Penna. (1956). 
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interests in corporations organized out- 
side the United States of America) or 
the proceeds of the sale or other disposi- 
tion of such property or interests in 
property, or (iii) any property or inter- 
est in property (including any right to 
receive income) which shall be eligible 
in any way for a tax credit or deduction 
because it shall be subject to both the 
United States tax and the 
United States estate tax under the pro- 
visions of the United States Internal 
Revenue Code applicable to my estate; 


income 


July 1960 


except that property described in clauses 
(ii) and (iii) may be used to the extent 
that my other property or interests in 
property which do qualify for said mari- 
tal deduction shall be insufficient to 
satisfy said legacy. Subject to the pre- 
ceding provisions of this Article, the de- 
cision of my Executors as to which assets 
shall be distributed in satisfaction of 
such legacy shall be binding and con- 
clusive on all persons, it being my inten- 
tion that my Executors shall have abso- 
lute discretion in this respect.’ w 


State Street Trust erred in basing 


estate tax on administrative powers 


HEN THE First Circuit last year 

held a trust includible in the tax- 
able estate of its grantor-trustee because 
of the broad administrative powers he 
had retained, tax men were much con- 
cerned lest this decision mark a major 
change in the law. Many feared that 
existing trusts, planned so as to remove 
property from the grantor’s estate, might 
be vulnerable. We warned in _ these 
columns (11 JTAX 172, September 1959) 
that it would be prudent to review the 
administrative powers of grantor- 
trustees. Certainly that advice is still 
sound; if powers of the kind which at- 
tracted the State Street Trust 
(263 F.2d 635) are not vital, prudence 
and the desire to avoid even the pos- 
sibility of controversy might dictate their 
relinquishment. 


tax in 


Tax practitioners concerned with this 
problem will want to examine carefully 
a new analysis of this decision by one 
of the country’s leading tax scholars. 
Willard H. Pedrick, Professor of Law 
at Northwestern University, has pub- 
lished in the November-December 1959 
issue of its law review, a long and 
thoroughly footnoted analysis of the 
taxability of retained by a 
an irrevocable trust. 
the State Street Trust 
regards it as merely an 
the case law now stands. 


powers 
grantor-trustee in 
He is critical of 
decision and 
aberration as 
However, his analysis of the long line 
from which State 
Street Trust departs convinces Professor 
Pedrick that they were not soundly 
based. Thus, he approves the result in 
State Street Trust and urges either a 
reconsideration by the courts of the 


principles on which powers subject to a 


of preceding cases 


® This language is copied from Casey, supra Note 
3, paragraph 25,104. 


standard have been excluded from taxa- 
tion or legislative action to bring such 
powers into taxable estates. 

Because there are no estate tax pro- 
visions explicitly applicable to powers 
of administration, a discussion of re- 
tained powers begins with consideration 
of Section 2038 (taxing powers to alter, 
amend, revoke, or terminate) and Sec- 
tion 2036 (taxing the right to designate 
the persons who shall enjoy the income 
from transferred property). For a very 
long time, Professor Pedrick says, “‘it 
had been thought that these sections 
did not in fact reach powers of adminis- 
tration at all on the ground that such 
powers do not normally embrace any 
authority to shift or accelerate or delay 
beneficial interests in the trust.” A 
slight uneasiness developed when the 
Third Circuit some ten years back 
found in Hager’s Estate (173 F.2d 613) 
a Section-2038 power in powers to ac- 
cumulate or pay out income, to classify 
receipts as corpus or income and to 
direct investments for the trust. Pro- 
fessor Pedrick notes that he classified 
Hager’s Estate as an abberation. 


State Street Trust rationale 


“A comparatively recent decision out 
of New England, the State Street Trust 
Co. case, coming like a cold wind on 
the subject of the taxability of adminis- 
trative powers is,” he says, “something 
else again. Robert L. Cushing . . . [died] 
holding not only standardized powers 
over corpus but broad administrative 
powers as well. These administrative 
powers included very broad power to 
invest in ‘non-legals,’ having regard for 
the best interests of the ‘trust fund as 
a whole,’ power to exchange assets, 
power to apportion receipts as between 


principal or income, and generally ‘to 
do all things in relation to the trust 
fund which I, the donor, could do if 
living and the trust had not been ex- 
ecuted.’ A further provision made 
trustee acts in good faith conclusive on 
all interested parties and exonerated the 
trustees from liability except for willful 
default. 

“The majority of the Court of Ap- 
peals for the First Circuit recognized 
that the Massachusetts court of equity 
to which the trust was accountable 
would curb the trustee from acting 
under these powers ‘in utter disregard 
of the rights of a beneficiary’ but took 
the view that short of such ‘utter dis- 
regard,’ an equity court ‘would have no 
external standard with which to meas- 
ure the trustee’s conduct.’ The court 
determined that while ‘no single power 

. would be enough . . . we believe 
that the powers considered as a 
whole are so broad and all inclusive that 
within any limits a Massachusetts court 
of equity could rationally impose, the 
trustees, within the scope of their dis- 
cretionary powers, could very substan- 
ially shift the economic benefits of the 
trusts between the life tenants and the 
remaindermen. We therefore conclude 
that under the trusts the decedent. . . 
“retained for his life the right 
(under Section 2036) . . . to designate 
the persons who shall possess or enjoy 
the property or the income therefrom.” ’ 

“In a dissenting opinion filed there- 
after Judge Magruder expressed the 
view that the equity court would con- 
trol each of the administrative powers 
retained by the grantor as co-trustee, 
the power to exchange assets, the power 
to apportion receipts as between in- 
come and corpus and the power to in- 
vest in non-legals, referring to Massa- 
chusetts decisions in support of this posi- 
tion. Contending that aggregating the 
controllable powers adds nothing to the 
individual powers, he concluded with a 
reference to the Jennings decision in 
support of the non-taxability of powers 
subject to a standard.” 

The Jennings case cited by Judge 
Magruder in his dissent is the subject of 
a lengthy analysis by Professor Pedrick, 
and his criticism of it is central to his 
whole concept of the validity of cur- 
rent estate taxation of retained powers. 
However before turning to this aspect 
of the case, let us return to Professor 
Pedrick’s consideration of Sections 2036 
and 2038 and their applicability to ad- 
ministrative powers, the rationale em- 
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ployed by the majority opinion. “Both 
sections,” he says, “aim at purposeful 
changing of beneficial interests in a 
trust. Section 2036 deals with a right to 
designate the persons to enjoy the in- 
come and under this section a taxable 
power must be a power that enables a 
conscious permissive choice of ultimate 
income recipients. Section 2038 taxes 
powers to alter, amend, revoke or termi- 
nate and as construed by the courts 
reaches a power to change beneficial in- 
terests both as to identity of the bene- 
ficiary and the time of taking. 


Trust law applicable 


“Would the administrative powers re- 
tained by the grantor in the State Street 
Trust Co. case sanction a conscious shift 
of income to the remaindermen? The 
power to classify receipts as income or 
corpus and the power to decide whether 
to deduct depreciation or amortization 
from income superficially appear to be 
powers to consciously shift income to 
the remaindermen and coupled with an 
to invest in securities 


XpI ess powe!l 


promising capital gains rather than 
ordinary income might seem to amount 
to a power to prefer the remainderman’s 
interest. Power to divert the fruits of the 
investment to others is surely within the 
reach of a section taxing powers over 
income, though doubts have been ex- 
pré ssed. 

‘But the power to invest in securities 
yielding a high rate of income or no in- 
come at all was conditioned in the 
State Street Trust Co. case on the ‘best 
interests of the Trust Fund as a whole.’ 
Bearing in mind the protection accord- 
ed income beneficiaries in equity, as the 
normal primary objects of the grantor’s 
bounty, there can be little doubt that a 
conscious shifting of income to the re- 
investment 
policy bent to that end would be in 
breach of trust. (It must be admitted 
that a power reserved to divert income 
to the remaindermen via instruments in 
growth standard 
such as benefit to ‘the fund as a whole’ 


maindermen through an 


securities without a 


would invite estate tax consequences.) 
“Similarly the power to classify re- 
ceipts as income would be restricted by 
the local court to the reasonable alterna- 
tives open in light of the law on the 
subject and would have to be exercised 
so as to give to the income beneficiary 
that degree of enjoyment of the trust 
property which the trustee reasonably 
and in good faith determines as con- 
forming to the grantor’s basic plan. It is 


difficult to believe that in Massachusetts 
or elsewhere equity would permit an 
unreasonable diversion of ordinary in- 
come to the remaindermen under the 
power to classify receipts. It is true that 
such a power does permit conscious 
choice but it operates only from time to 
time—with respect to receipts of mixed 
characteristics. It is scarcely a full fledged 
power to divert all income to the re- 
maindermen. 

“The power to exchange assets would 
surely be limited by the equity court to 
a power to exchange for full considera- 
tion. So limited the power does not per- 
mit any alterations in the 
beneficial interests in the trust and thus 
should be classified as neutral for estate 
tax purposes. 


conscious 


Exculpatory clause 


“Most troublesome perhaps is the ex- 
culpatory clause. If the effect of an ex- 
culpatory clause is to free the trustee 
entirely from the strictures of trust law, 
and some clauses seem drafted with that 
in view, then there is in effect a power 
of appointment conferred on the trustee 
and a grantor retaining such an ‘anti- 
sub- 
jected to the estate tax for retention of 
a power to alter or amend. The clause 
in the State Street Trust Co. case recites 
that trustee decisions in good faith are 


trust’ power could properly be 


conclusive on all interested parties and 
that the trustees shall be liable only 
for wilful acts or defaults. Though 
broad, this language should not be read 
inten- 
tionally divert the trust income to the 


as authorizing the trustees to 


remaindermen and the equity court 
would surely act on complaint of the 
income beneficiaries to preserve their 
interest. Even the majority conceded 


this much in the court of appeals. 


Basic tax question 
tt hy Pedrick continues, 
“the critical issue with respect to ad- 


Professor 
ministrative powers is whether the 
grantor-trustee is empowered under the 
instrument to consciously use his powers 
of administration as to favor one class 
of beneficiaries as against another, then 
it is, of course, possible to have a trust 
taxable under Sections 2036 and 2038, if 
the administrative powers are drawn 
that broadly, or baldly. The ‘bundle of 
rights’ doctrine offered in the State 
Street decision sheds very little light on 
the critical question—whether the 
grantor-trustee can properly exercise ad- 
ministrative powers so as to intention- 
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ally shift the income to the remainder- 
men. On that issue the majority con- 
ceded that an equity court would re- 
strain action in ‘utter disregard of the 
rights of a beneficiary.’ Further, the ex- 
position of the applicable law of trusts 
by the dissenting opinion is persuasive 
that under the particular trust, loosely 
drawn as it was, there was in fact no 
right or authority in the grantor-trustee 
to knowingly use his administrative 
powers to shift the income to the re- 
maindermen. 

“Certainly, conventional lan- 
guage investing the trustee with admin- 
istrative authority, including investment 
powers and discretion to allocate re- 
ceipts should not be viewed as authoriz- 
ing the trustee to prefer one class of 
beneficiaries over another. The Treasury 
in fact has adopted this view in connec- 


more 


tion with powers of appointment where 
the regulations provide that an income 
beneficiary may as trustee hold invest- 
ment and without 
being charged for a power of appoint- 
ment. Even a power to so manage in- 


allocation powers 


vestments or to so classify receipts as to 
favor a would 
not set the trustee free. He would then 
act from bias, but bias built into the 
trust instrument. 

“The State Street Trust Co. decision 
must therefore be classed with the earlier 


particular beneficiary 


Hager’s Estate case as an aberration not 
warranting general fear that retention 
of administrative powers will prove tax- 
able estate tax-wise.” 


District court decision 

As Professor Pedrick s22s it, it was 
unfortunate that the ground on which 
the lower court had held the State Street 
Trust not includible in the grantor’s 
estate was not appealed by the govern- 
ment. It had held the trust not includ- 
ible under Section 2038 on the authority 
of the Jennings decision (161 F.2d 74, 
CA-2, 1947) holding nontaxable powers 
subject to a general standard relating to 
support. The Jennings doctrine repre- 
sents a judicial exception to the general 
rule that if a grantor can advance corpus 
to a beneficiary or can choose between 
beneficiaries for corpus distributions, he 
has retained an estate taxable power. 

Given a fixed standard such as the 
use of corpus for support of the trust 
beneficiary, the doctrine of the cases, 
expounded by the Second Circuit in 
Jennings, is that such a canalized power 
is no power at all because the trustee 
is a mere ministerial functionary of the 








50 *¢ The Journal of Taxation 
equity court. However, Professor Ped- 
rick is of the opinion that “despite the 
considerable number of decisions ap- 
plying the Jennings doctrine to the 
prejudice of the Treasury in estate tax 
litigation, perhaps it is not as settled as 
its devotees might hope.” 


Jennings is formal, unreal 


“As the case law now stands it is ap- 
parently open to a grantor to retain 
advance 
corpus in his discretion in accordance 
with an extended list of contingencies: 
i.e., to maintain a suitable living stand- 


estate tax free a power to 


ard with or without regard to other 
sources of support, to meet expenses of 
education, medical care, life insurance 
protection, emergencies for trust bene- 
ficiaries and their families, and perhaps 
even to equalize wealth as between bene- 
ficiaries taking other increments into ac- 
count. With a little imagination the list 
can be extended so that in almost every 
conceivable situation where the grantor 
would be inclined to advance corpus to 
a beneficiary or to allocate within a 
class of beneficiaries he will have discre- 
tionary authority under a standard to do 
had retained a 
power to advance corpus in his discre- 
tion. It is difficult to believe that dra- 


so—precisely as if he 


estate 
quences can hang on the formal business 


matically different tax conse- 
of reciting a comprehensive list of con- 
tingencies rather than simply entrusting 
advancements of corpus to the trustee’s 
discretion. 

“As a practical matter, and taxes are 
supposed to be practical, many fiduciary 
powers subject to a standard do entrust 
real discretion to the trustee. For ex- 
ample under a support and mainten- 
ance standard it is for the trustee to de- 
the whether the 
beneficiary is in need and how much is 
meet these 
not interfere with the 
trustee’s exercise of discretion in good 


cide in first instance 


to be advanced to needs. 


The courts will 


faith and on reasonable grounds. So too 
for powers to invade to meet the bene- 
ficiary’s needs for comfortable support, 
or for emergencies, education, and the 
like. In each case the trustee holding the 
power has a wide ambit of permissive 
action and it is only when he acts be- 
yond the bounds of reasonable and re- 
sponsible judgment that equity will in- 
terfere. 

“On the hand a 
grantor-trustee to advance corpus to a 


other power in a 


beneficiary in accordance with the ‘best 


interests of the beneficiary’ does not cast 
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the trustee adrift on an uncharted sea. 
Nor for that matter is authority to ad- 
vance corpus simply in the trustee’s dis- 
cretion an excursion ticket to leave the 
jurisdiction of the equity court. Even 
such obvious grants of discretion are 
subject to control and may turn out in 
fact to be under the local law almost 
as restrictive as more fulsomely stated 
standards. The matter is simply one of 
degree but powers to advance corpus on 
the basis of a continuing judgment by 
the trustee on the beneficiary’s position 
all fall on the side of discretionary 
powers under the law of trusts. There 
may be, depending on the words of the 
instruments, a greater or lesser ambit of 
authority but the customary invasion 
powers for ‘needs,’ support and main- 
tenance all involve true powers or dis- 
cretions vested in the trustee. That is 
the whole point in the sensible provi- 
sion of such powers of invasion. The 
grantor wants someone to be in a posi- 
tion to decide later without litigation 
what should be done and if he reserves 
that power to himself as trustee then he 
has reserved a substantial power of 
choice over the ultimate disposition of 
the corpus of the trust whether he 
prescribes a power to invade for com- 
fortable maintenance, educa- 
tion, medical expenses and emergencies 
or whether he simply reserves as trustee 
a discretion to invade corpus when 
dictated in the best interests of the bene- 
ficiaries. 

“To classify as non-taxable significant 
powers to alter the beneficial interests 
in the trust through invasions for sup- 
port or for the beneficiaries’ other gen- 
eral needs on the ground that there are 
limits on the grantor’s power of choice 
and at the same time to hold taxable 
a power to invade in accordance with 
the best interests of the beneficiary or 
simply in the trustee’s discretion,” Pro- 


support, 


fessor Pedrick concludes, “is to draw a 
line not warranted by the provisions of 
the tax statute or the law of trusts. Sec- 
tion 2038 taxes all power to change 
beneficial interests—specifically includ- 
ing powers held by the grantor as 
trustee. This strongly suggests, since all 
trustee powers are subject to some court 
supervision, that no importance is to be 
attached to such control when the 
grantor holds the power. 

“If neither the law of trusts nor the 
provisions of Section 2038 warrants an 
exemption from the estate tax of discre- 
tionary powers in the grantor to alter 
beneficial interests, what consequences 





should follow? First, of course, the broad 
version of Jennings exempting from 
estate tax grantor powers to invade in 
accordance with a standard such as sup- 
port and maintenance should be aban- 
doned as error. Does this mean that 
every contingent power in the grantor 
to invade corpus should become a tax- 
able power? What of a power to invade 
corpus for issue of a beneficiary, if issue 
she has? What of ‘protective trusts’ 
where the power to advance corpus for 
support is contingent upon assertion of 
claims against the trust by creditors of 
the beneficiary? What of a power to in- 
vade to meet the expenses of illness? 
What of a power to invade that com- 
bines an extended list of contingencies 
in highly specific terms so as to sub- 
stantially assure the grantor of power to 
vary the disposition of his trust as rea- 
son would later dictate? 

“If the grantor’s power to invade is tied 
to one or two tightly defined contin- 
gencies such as a power to use corpus 
to meet the beneficiary's medical ex- 
penses, under the law of trusts he has 
little or no real discretion and conse- 
quently he has no power within the 
meaning of Section 2038. In this nar- 
row application the Jennings doctrine 
is unassailable. 

“The critical question under Section 
2038 is whether the grantor did at the 
time of his death have some power of 
choice, not necessarily a broad choice, 
but some discretion to give corpus to 
this beneficiary or that. 


Significance of State Street 


“The State Street Trust Co. decision 
may well be the signal for the assault 
that will finally eradicate the Jennings 
doctrine of the non-taxability of powers 
subject to a general standard relating to 
support. For the proper issue is not 
whether there is a standard but whether 
there is a significant discretion—an ac- 
tual authority to decide to distribute or 
to accumulate, to invade corpus or hold 
it intact, to knowingly shift interests 
from one beneficiary to another or to 
decline to do so. There is merit and 
future utility in the basic doctrine laid 
down [in State Street Trust] by the ma- 
jority of that court in its recognition 
that powers subject to some control by 
an equity court may nevertheless be 
classed as taxable powers for estate tax 
purposes. If limited to those situations 
in which the grantor has reserved a 
significant ambit of authority to know- 
ingly shift benefits from one class of 
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beneficiaries or to knowingly alter the 
time of enjoyment of benefits under the 
trust then he should be charged with a 
taxable right or power. Indeed, the 
healthy recognition in the State Street 
Trust Co. case that fiduciary powers 
held by the grantor can be used to effect 
significant changes in beneficial interests 
in the trust might well spark a re-exam- 
ination of this whole subject. 

“Any consideration of the present 
federal estate tax treatment of retained 
grantor powers over life-time transfers 
must at least persuade that the present 
murky interest of 
neither the Treasury nor the taxpayer. 
Perhaps the greatest practical obstacle 
to reform in this area, however, apart 
from the rather remarkable political 
effectiveness of that small band of citi- 
zens interested in avoiding any federal 
death duties, lies in the fact that the 
stakes under the present system are too 
high 


state serves the 


The difference in terms of cost 
between classing a retained power as 
estate-taxable as against subjecting it to 
the gift tax is simply too great. While 
that disparity continues to be accepted 
the prospect for serious legislative effort 


New estate tax & 


to redefine the rules with respect to re- 
tained powers must be counted slim. 
“The basic solution to this and to 
many other line drawing problems in 
this field was publicly offered more than 
a decade ago—the proposal for an in- 
tegrated transfer tax. A distinguished 
Advisory Committee in 1947 submitted 
what is still by all odds the best plan for 
basic improvement in the federal death 
and gift levies. The proposal essentially 
was that life time gifts be cumulated 
with the final transfer at death to de- 
termine the dimension of the taxpayer’s 
final obligation to his country. With an 
integrated transfer tax the question of 
what retained powers should be classed 
as death-taxable and which life-taxable 
would lose much of its strategic import- 
ance and could more easily be resolved. 
So too for that matter with most of the 
other problems of identification of 
transfers with life or death, what are 
now questions of the greatest moment 
would lose most of their importance if 
all transfers during life were to be aggre- 
gated with the final transfer at death to 
arrive at the final transfer tax liabil- 


ity.’ w 





*xEvents after death limit claim against 
into a 
separation agreement providing that de- 


estate. Decedent had entered 
cedent would pay his wife $40 a week 
during her lifetime so long as she re- 
mained unmarried and that the pay- 
ments would be a charge against his 
The 
agreement were later adopted in a de- 


estate. terms of the separation 
cree of divorce. At the date of dece- 
dent’s death the amount of the claim 
for contingent support payments was 
determined to be $27,058.30, based upon 
actuarial computation. The administra- 
tor made payments of $40 a week from 
the date of decedent’s death until the 
former wife remarried, prior to the time 
when the estate tax return was filed. 
At that time the total paid to her 
amounted to only $2,079.96. This court 
reverses the Tax Court, which had per- 
mitted the full deduction of $27,058.30. 
it holds that the amount of the allow- 
able claim was $2,079.96; prior to the 
date on which the estate tax return was 
filed the total amount of the claim was 
clearly established. The estate is entitled 
to no greater deduction than the estab- 
lished amount even though this amount 
is established through events occurring 


gi ft tax decisions 


after death. (Circuit Judge Moore dis- 
sented on the ground that in Ithaca 
Trust (279 U. S. 151) the Supreme Court 
decided that conditions as they were 
on the date of death determine the tax. 
The wife’s remarriage prior to, rather 
than filing of the return was 
fortuitous.) Shively, CA-2 3/25/60. 


after, 


Power to withdraw principal qualifies 
trust for marital deduction. Decedent, a 
Pennsylvania resident, died in 1955. His 
will created a trust which provided that 
his surviving wife was to receive the in- 
come from the trust estate for life and 
“the right to use or spend any or all of 
the principal . . . if she so desires.” The 
district court had held that under Penn- 
sylvania law the power to invade given 
the wife was not unlimited and that 
the trust failed to qualify for the mari- 
tal deduction. On appeal, the U. S. 
court of appeals reverses and points out 
that the extent of the wife’s power de- 
pended upon the testator’s intention as 
expressed in the will, that the provi- 
sions of the will permitted the wife to 
make withdrawals for whatever purposes 
she saw fit and to do with it as she 
pleased, and that the testator intended 
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that there be no limitation whatsoever 
on the power of withdrawal. It con- 
cludes that the power was broad enough 
to qualify the trust for the marital de- 
duction under 2056(b)(5). Hoffman, CA- 
3, 4/11/60. 


Donee-wife was originator of profit in 
gift property reinvested jointly. Dece- 
dent transferred shares of stock to his 
wife in 1928, at which time such shares 
were worth $10,000. In 1947 she sold 
the shares for $90,000 and purchased 
$60,000 face amount of United States 
Series G Bonds in the joint names of her- 
self and her husband. After the donor- 
husband’s death in 1954, the Commis- 
sioner included the entire value of the 
Series G Bonds in his estate under 1954 
Code Section 2040 as jointly held prop- 
erty and refused to permit the exclusion 
of any portion of the value, on the 
ground that the bonds were all pur- 
chased out of the proceeds from the 
sale of the shares which had been ac- 
quired as a gift from the donor-husband. 
This court holds, however, that only 
$10,000 of the value could be traced to 
the decedent; the balance represented 
the realization of appreciation or profit, 
and such balance was to be treated as 
the wife’s contribution to the purchase 
price of the bonds. Swartz, DC Mass., 
3/30/60. 


Estate tax valuation of stock being 
quoted “ex-dividend” must include divi- 
dend The 
that dividends 


value. Commissioner rules 
death 


payable to stockholders of record after 


declared before 
the date of the decedent's death must 
be included in the estate by increasing 
the ex-dividend quotation of the stock 
on the date of the decedent’s death. Of 
course, the dividend itself will not also 
be separately included in the gross 
estate. If the alternate method of valu- 
ing the gross estate is used, stock sell- 
ing ex-dividend on the alternate valua- 
tion date is to be valued at its ex-divi- 
dend quoted selling price, increased by 
the amount of the dividend declared 
during the alternate valuation period 
payable to stockholders of record sub- 
sequent to the alternate valuation date 
Rev. Rul. 60-124, IRB 1960-14. 


Stock dividend included in gross estate. 
Between the date of decedent's death 
and one year after the death the estate 
received a stock dividend of 800 shares 
of Sun Oil Company shares on the 10,- 
000 shares owned by the estate. It is held 
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that the additional 800 shares are in- 
cludible in decedent’s gross estate inas- 
much executor elected the op- 
tional valuation date, one year after 
date of death. The court points out 
that a true stock dividend of propor- 
tional stock dis- 
tributed to all common stockholders is 
not of the estate but 
rather a fractionalizing of existing stock 
ownership, reflecting merely an appre- 
ciation in the value of the old stock. 
Schlosser, CA-3, 3/30/60. 


as the 


amounts of common 


new property 


Power to withdraw principal not tax- 
Under the will of his wife who 
1947, decedent was entitled to 


able. 
died in 
the entire net income from a trust “to- 
such the 


gether with all or part of 


principal ... as he may... request, he 
to be the sole judge of his needs.” The 
remainder was to go to four children. 
The Commissioner determined that the 
power given decedent to invade prin- 
cipal was a post-1942 general power of 
appointment and that the total value 
of the trust was includible in his gross 
estate. This court disagrees, however, 
and holds that the power was not a gen- 
The 


based upon the phrase “he to be 


conclusion is 
the 


eral power. court’s 
sole judge of his needs” which the court 
says limited the exercise of the power 
to invade corpus to circumstances of 
financial or physical need. This limita- 
tion was in accordance with an ascer- 
tainable standard relating to the health, 
support or maintenance of the decedent 
and, therefore, the power was not a gen- 
eral power of appointment. Colt Estate 
(Pittsfield National Bank, Ex.) DC 
Mass., 3/3/60. 

Estate includes created in May 
1931 on termination of older one. On 
1923, 


an inter vivos trust reserving to herself 


trust 


January 12, decedent established 
income for life and a power to revoke 
On 
1931, she revoked the trust with 


with the consent of her husband. 


May 27, 


the consent of her husband and estab- 


lished a new trust, again reserving in- 


come for life and a power to revoke 
with the consent of her husband. The 
1941, 


death in 1954 her executors asserted that 


husband died in and after her 


the trust should be excluded from her 
gross estate, contending that the original 
transfer in trust removed the property 
from her estate, despite the reserved 
life income, because it occurred before 
the enactment of the Joint Resolution 


of Congress of March 3, 1931, taxing 
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such transfers. The second trust, they 
argued, was simply a modification of 
the first trust. This court disagrees, and 
after pointing out that the two trust 
agreements differed in significant re- 
spects, particularly as to the disposition 
of remainder interests, holds that the 
transfer from the decedent occurred 
after March 4, 1931, and the value of 
the trust property was includible in her 
gross estate. Maclean, CA-9, 3/9/60. 


Irrevocable trust for support of wife in- 
cluded in husband’s estate. Decedent 
established an irrevocable inter vivos 
trust under the terms of which the en- 
tire net income was to be paid to his 
wife “for her maintenance and support” 
and after her death to decedent’s son 
“for his maintenance and support.” The 
Tax Court agreed with the Commis- 
sioner that the entire value of the trust 
property was properly includible in de- 
cedent’s gross estate. In the light of de- 
cedent’s wealth the income of the trust 
was said not to exceed the amount de- 
cedent would have been likely to fur- 
nish his wife in satisfaction of his legal 
obligation to support her. Lee, 33 TC 
No. 120. 


Gifts to son and daughter were not in 
contemplation of death. 
months before his death 


Eighteen 
from a heart 
attack at age 58 decedent gave his son a 
home and 490 acres of land and gave his 
daughter shares of stock. The evidence 
indicated that decedent had _ previous- 
ly promised the home for the son and 
that the daughter was in need of sup- 
plemental income. The court concluded 
that the decedent, in making the gifts, 
was not motivated by thoughts of death 
but by a desire to create and maintain 
good family relations by affording finan- 
cial assistance to his children to carry 
out promises and plans that were un- 
connected with a thought of impending 
death, and to provide a home for his 
son near him and an adequate income 
for his daughter. Metzger, DC Ohio, 3/ 
18/60. 


Trust for minors qualifies for exclusion. 
Donor transferred 160 acres of land in 
trust for the 
grandchildren. The trustee was author- 
ized to sell the property but the pro- 


benefit of his six minor 


ceeds were to be made available to the 
beneficiaries. Although the instruments 


of conveyance were ambiguous, the 


court concluded that interests were vest- 
grandchildren, 


ed in the that each 


granchild’s share of the property or the 
proceeds would in all events pass to 
such grandchild at age 21 and in the 
event that a grandchild died prior to 
age 21, his interest would pass to his 
estate. Therefore, the transfers are held 
to qualify for the gift tax exclusion 
under Section 2503(c) of the 1954 Code. 
De Concini, DC, Ariz., 1/28/60. 


Stock of closely held corporation valued 
at nine times earnings. Donor trans- 
ferred 132 shares of Charlotte Coca Cola 
Bottling Company stock, valuing it at 
$3,000 per share for gift tax purposes. 
Upon audit the Internal Revenue Serv- 
ice asserted that the fair market value 
of the stock was $4,620 a share on the 
date of the transfer. The district court 
noted that the Service, in undertaking 
stocks of 
various Coca Cola bottling companies, 


to effect a valuation of the 
had for many years used a formula based 
on the average earnings of the past five 
years multiplied by ten, and the district 
court said that a capitalization factor of 
ten was usually appropriate but that as 
to the Charlotte Coca Cola Bottling 
Company stock, a factor of nine was to 
be used. The 10% reduction was said to 
be justified by the lack of an established 
market and the high per capita con- 
sumption rate in the area. Snyder, DC, 
N.C., 3/17/60. 


Deduction denied for bequest to League 
of Women Voters. Decedent bequeathed 
the residue of her estate to the League 
Voters. The 
declined to allow a charitable deduction 


of Women Commissioner 
for the bequest, and, in a suit for re- 
fund brought by the League, the Court 
of Claims concludes that the Commis- 
sioner was right in disallowing the de- 
duction. In reaching its conclusion, the 
court stated that the time spent by the 
members of the League deliberating and 
discussing what position, if any, should 
be taken on questions of public interest 
is for the purpose of presenting a united 
front to legislative bodies in order to 
induce action or inaction. When agree- 
ment is reached on a national -scale 
and the League’s convention states the 
League’s program, the court says that 
“the action of all of the women of the 
League from that time forward is taken 
for the purpose of influencing legisla- 
tion.” Inasmuch as the court finds that 
a substantial part of the activities of 
the League involved “attempting to in- 
fluence legislation” the bequest could 
not qualify for the charitable deduc- 
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tion. Two judges dissent on the theory 
that the principal function of the 
League is educational and that only a 
small part of its activities are devoted 
to influencing legislation which would 
benefit the organization or its integral 
chapters. League of Women Voters, Ct. 
Cls., 1/20/60. 


Estate includes trust subject to retained 
power to substantiate co-terminator. In 
1926 the decedent had established a 
trust with a New York bank as trustee. 
Income to herself for life, then to her 
daughter for her life, and upon her 
daughter’s death the corpus was to be 
paid to the daughter’s descendants. Any 
part or all of the corpus was to be dis- 
tributed to the current income bene- 
ficiary if the trustee was so directed by 
either of two specifically named indi- 
viduals. The grantor had the right to re- 
voke the appointment of the named co- 
terminators and subtitute others in their 
When the grantor died, the 
Commissioner included the value of the 
trust in her gross estate on the theory 


places. 


that inasmuch as she could substitute 
herself as a co-terminator she had, in 
effect, retained a power to revoke the 
The originally 
agreed with the Commissioner, but on 


trust. district court 
appeal the court of appeals remanded 
the case to the district court to consider 
the possible applicability of the prohi- 
bition contained in Section 141 of the 
New York Real Property Law to the 
ffect that “A power vested in a person 
in his capacity as trustee of an express 
trust, to distribute principal to himself 
cannot be exercised by him.” On re- 
mand, the district court noted that it 
New York law that 
trustee nor a 


is clear under 


neither a holder of a 
fiduciary power may participate in the 
exercise of a power for his own benefit. 
The court concluded, however, that the 
power possessed by the grantor was not 
a power in trust nor a fiduciary power; 
if she had substituted herself for one 
of the co-terminators, she would not 
have been disqualified from exercising, 
in conjunction with the other named 
co-terminator, the power to terminate; 
the power was a personal power and the 
value of the trust was properly includ- 
ible in her gross estate, the court said. 
Fabri (Clark Ex.) DC 
1/7/60. 


Estate Maine, 


Payment based on non-adversary pro- 
ceedings not deductible. After the death 
of the decedent, his closely held corpo- 


ration made claims against his estate 
(taxpayer here) and the estate of his 
wife. The administratrix of his estate 
and its beneficiary, his foster daughter, 
was finally required in a court-approved 
settlement to pay $35,000 personally to 
the wife’s estate. Thereafter the admin- 
istratrix obtained, without any contest, 
an order permitting her to reimburse 
herself out of the decedent’s estate and 
she claimed the $35,000 payment as a 
deduction on the estate tax return. The 
court denies it. She was the sole bene- 
ficiary of the estate and the only bene- 
fit expected from the ex parte reim- 
bursement order was a tax benefit. Such 
an order is not binding for tax pur- 
poses. Van Duzer Estate (Cole, Admr), 
DC Ore., 12/23/59. 


Interests in trust income fail to qualify 
for gift tax exclusion. Donor transferred 
mortgage rental property in trust for 
the benefit of his three daughters, the 
net income from the trust property to 
be paid in equal shares to the daughters 
and the corpus to be distributed equally 
to the daughters 15 years later. Net in- 
come was defined in the trust agreement 
as “such cash net income as equals 
the excess of rents and other income... 
over and above disbursements and op- 
erating expenses and monies paid for 
amortization of any mortgages involv- 
ed.”” It was noted by the Tax Court that 
although the daughters’ rights to re- 
ceive trust income constituted present 
interests, the definition of net income 
and authority permitting the trustees 
to use income for operating expenses or 
debt amortization made such interests 
subject to contingencies which might 
reduce or defeat the gifts. There was no 
evidence of probable income from the 
property. It was heavily mortgaged and 
the trustees were permitted to under- 
take alterations and remodeling and 
might incur further debt. A finding that 
the gifts had a value of $9,000 or even 
that they had any value was not justi- 
fied, and the Tax Court holds that the 
gifts of rights to income did not qualify 
for the exclusion. Fischer, TCM, 1960- 


62. 


Valuation of charitable remainder in- 
terest in subsurface rights. A decedent 
devised real property in trust to pay the 
net yield from the property to a certain 
individual beneficiary for life, remainder 
to charity. Surface rights were worth X 
dollars and depletable subsurface rights, 
including deposits of oil, gas and min- 
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erals were worth Y dollars. The will 
contained no provision for withholding 
and adding to corpus such reserves for 
depletion of subsurface resources as 
would be considered adequate to main- 
tain the corpus of the trust intact. A 
ruling was requested as to whether the 
remainder interest in both surface and 
subsurface rights in the land would 
qualify for the charitable deduction. In 
answer, the Service ruled that the re- 
mainder factors from Table I, as set 
out in Section 20.2031-8 of the Estate 
Tax Regulations, are applicable for the 
purpose of computing the value of the 
charity’s remainder interest in the sur- 
face rights of the property but not for 
computing the value of the charity’s 
remainder interest in the subsurface 
rights where no provision is made to 
withhold and accumulate adequate re- 
serves for depletion. The Service indi- 
cated that the valuation of the re- 
mainder interest in the subsurface rights 
would have to be based on the maxi- 
mum feasible rate at which the sub- 


surface reserves could be withdrawn, 
since it is only the present value of the 
property which the charity is certain, or 
almost certain, to receive that qualifies 
for the charitable deduction. Rev. Rul. 


60-162. 


Bequest to widow not a_ terminable 
interest. Decedent provided in article 
fifth of his will that his wife was to 
receive one half of his estate if at the 
time of his death she was “living and 
cohabiting with me as my wife.” In 
article sixth, provision was made for the 
establishment of a separate trust for the 
wife’s son in the event decedent's wife 
“should predecease me or die prior to 
the distribution of my estate, or our 
deaths should occur simultaneously.” It 
is held that article fifth operated to vest 
one half of the residue of the estate in 
the wife upon the death of the testa- 
tor, and that article sixth did not in 
any way impart a conditional aspect to 
the bequest to the wife. The conditional 
bequest to a different conditional 
legatee did not change the vested in- 
terest given the wife to a terminable in- 
terest, and her interest qualified for 
the marital deduction. Roberts, DC 
Calif. 4/15/60. 


Father-son partnership agreement con- 
1932, a 
father who owned a farming and live- 
stock business persuaded his son to 
operate the business with him as an 


trols estate tax valuation. In 
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equal partner, and in 1948 they entered 
into a written partnership agreement, 
which provided that upon the death of 
a partner the surviving partner could 
purchase from the estate of the deceased 
partner the decedent’s interest in the 
partnership for 25% of the net value of 
the assets. After the death of the father, 
the son elected to purchase his father’s 
interest in the partnership business for 
$80,500, 25% of the appraised value of 
the business; but the Commissioner de- 
termined that 50% of the appraised 
value, or $161,000 was includible in the 
gross estate. The district court holds that 
only $80,500 was includible, for the 
partnership agreement was controlling 
as to valuation. The court finds that the 
agreement was valid and binding and 
had been entered into in good faith 
and at arm’s length for a full and ade- 
quate consideration between the parties. 
Davis, DC Utah 3/30/60. 


Computation of credit for tax on prior 
transfers. The Code permits a credit 
against the estate tax for property sub- 
jected to an estate tax within a limited 
time preceding the decedent’s death. 
That credit is however limited to the 
difference between the tax on the estate 
including the previously transferred 
property and the tax that would be paid 
were such property excluded. The Code 
provides that in the computation of that 
theoretical tax the deduction for chari- 
table contributions must be reduced in 
proportion to the reduction of the gross 
estate by removing the transferred prop- 
erty. However, no mention is made of 
adjustment of expenses and losses. The 
IRS rules that no adjustment need be 
made. It is also the position of the 
Service that the provisions of Section 
2056(c)(1) limiting the amount of the 
marital deduction to 50% of the value 
of the “adjusted gross estate” are to be 
applied in computing the limitation on 
the credit; in cases where the maximum 
marital deduction is allowable, the maxi- 
mum deduction applicable is 50% of an 
to the adjusted gross 
estate exciuding the transferred prop- 
erty. Rev. Rul. 60-161. 


amount equal 


Indebtedness to divorced wife deduct- 
ible from estate; was founded upon 
decree. Decedent had entered into an 
agreement with his wife settling their 
property rights, providing for alimony 
payments and promising that he would 
leave her one third of his net estate. 
A decree of divorce was later granted 
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and the whole agreement was incorpo- 
rated in the court’s decree. The de- 
cedent complied with all the provisions 
except those relating to the terms of 
his will. However, upon his death, the 
court awarded his divorced wife one- 
third of the net estate pursuant to the 
divorce decree. The Service rules that 
whenever the divorce court has power 
to decree a settlement of all property 
rights or to vary the terms of a prior 
settlement and does approve the agree- 
ment, any indebtedness arising out of 
such settlement is founded not upon the 





Carryover of operating loss through 
Louisiana estate explained. Under Lou- 
isiana the widow of 
an intestate decedent is entitled to an 
interest in the decedent’s share of the 
community property. The widow’s in- 


successions law, 


terest is similar to an income interest of 
a trust (trusts are not normally recog- 
nized under Louisiana law) but her 
rights to consume or expend the assets, 
themselves, are based on the nature of 
the assets. She has no right to consume 
or expend property like land, which can 
be used and enjoyed without changing 
its substance, and this sort of property 
(the interest in which is called “perfect 
usufruct’’) passes to the children of the 
decedent on the death or remarriage of 
the widow, since the widow does not 
obtain ownership of this property. The 
widow does, however, have a right to 
consume property, like money, which by 
its nature is consumed in use, and 
ownership of this type of property (an 
interest in which is called “imperfect 
usufruct”) is transferred to the widow 
subject to the obligation to replace the 
consumed property with property of 
equivalent value. 

It is held that with respect to prop- 
erty subject to perfect usufruct the 
widow’s rights are limited to the right 
to income, and since the children’s in- 
terests approximate ownership of the 
property, the children are the “bene- 
ficiaries succeeding to the property of 
the estate” for purposes of the deduc- 
tion for loss carryovers allowed by Sec- 
tion 642(h) of the Code. However, with 
respect to property subject to imperfect 
usufruct, the widow’s interest is like full 
ownership, and she is deemed to be the 
“beneficiary succeeding to the property 
of the estate” for purposes of the de- 
duction allowed by Section 642(h). 


New trusts & estates decisions 


agreement but, rather, upon the court 
decree and is, therefore, an allowable 
deduction from the gross estate in the 
amount of the indebtedness. The Service 


notes, however, that if the court lacked 
the power to disregard the provisions of 
a previously existing property settlement 
the claim of the wife would be treated as 
arising out of the agreement rather than 
the decree, and the deduction would be 
allowable only to the extent that the 
transfer does not exceed the reasonable 
value of the wife’s support rights. Rev. 
Rul. 60-160. 


Hence, an allocation must be made of 
the loss carryover deduction between the 
widow and the children of the decedent, 
based upon the nature of the widow's 
interest as perfect or imperfect usufruct. 
Rev. Rul. 60-134. 


*kLife tenant liable as fiduciary for 
capital gains. The Ninth Circuit has re- 
viewed en banc three decisions in which 
taxpayers had a life tenancy in an estate 
with powers to invade the corpus. Some 
of the property was sold at a gain and 
they paid the capital gains tax, but sued 
for refund. Overruling its decision in 
Cooke, 228 F.2d 667, the court holds, 
with two dissents, that they are liable as 
fiduciaries. Though they are not legally 
trustees, their position is analogous, and 
they should be so treated for tax pur- 
However, as life tenants only 
they are not liable for the tax as owners. 
Two dissenters note that Congress has 
proposed legislation to reach this re- 
sult, indicating this should not be the 
rule under present law. De Bonchamps, 
CA-9, 4/8/60. 


poses. 


Life interests in trusts are present in- 
terests; exclusion allowed [Acquies- 
1952 and 1953 taxpayers 
created trusts from which each of three 
of their children was to receive one- 
third of the trust income for life. There 
was no power of invasion, but the trust 
could be terminated at any time pro- 
vided the unanimous consent of the 
trustees and all of the then living 
children of the donors was secured. Al- 
though conceding that the income in- 
terests were present interests, the Com- 
missioner denied the taxpayers any an- 
nual exclusion on the ground that the 
power of termination prevented their 
valuation. The Tax Court held that 


cence]. In 
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since each life beneficiary could, in 
effect, veto the termination of this in- 
come interest, the usual actuarial tables 
could be used in its valuation, and that, 


the life interests being present inter- 
ests, the annual exclusion was available 
to taxpayer. Newlin, 31 TC 451 acq., 
IRB 1960-16. 


Miscellaneous new decisions this month 


Exclusive right to mine coal is a de- 
pletable economic interest [Non-acquies- 
cence]. Taxpayers contracted with the 
lessee of coal lands for the exclusive 
right to deep-mine all the coal within a 
given area, the price depending on the 
market price of coal. However, the 
retained the right to fix the 
amount of coal to be mined. The Tax 
Court held that because the return to 
taxpayers depended on market condi- 
tions they acquired an economic inter- 
est in the coal and were therefore en- 
titled to a percentage-depletion deduc- 
tion. This interest was not destroyed by 
the lessee’s right to order an end to 
mining. McCall, 27 TC 133, non-acq., 
IRB 1960-13. 


lessee 


Consent not needed to depreciate previ- 
ously inventoried raised breeding stock. 
Taxpayer had previously inventoried 
livestock under the unit price method. 
He transferred all his raised breeding 
cattle to depreciation schedules. The 
court upholds taxpayer's right to do this. 
By reducing their basis by depreciation 
taxpayer obviously hoped for larger 
capital gain, offset in effect by the or- 
dinary-income depreciation deductions, 
on subsequent sale.—Ed.] The court fol- 
lows Lewis (251 F.2d 128) which found 
invalid the Regulation requiring a tax- 
payer electing to use the unit price 
method to apply it to all livetock raised, 
whether for sale or breeding. Ekberg 
DC S. Dak., 12/31/59. 


Can’t end inventorying of livestock on 
unit-livestock-price method without per- 
mission. A farmer using the unit-live- 
stock-price method of inventorying 
raised livestock is given an election to 
include purchased draft, breeding or 
cattle in his 
capitalize their cost and depreciate them 
maturity. 
draft, breeding or dairy cattle may be 


dairy inventory or to 


after reaching Since these 
eligible for capital gain on sale, this 
election may have substantial tax effect. 
Pointing out that the Regulations speak 
of only one election, the IRS rules that 
once the election is made, it is binding 
and must be consistently followed un- 


less the taxpayer secures prior consent 














of the Commissioner to change. Rev. 
Rul. 60-60. 


No obligation to withhold; no employer 
status. Taxpayer apparently was liable 
aS a surety on a construction contract, 
and the contract had been turned over 
to another construction company. The 
court holds taxpayer did not have the 
status of employer of the workers on the 
job. Levies against taxpayer for with- 
holding taxes are ordered refunded. 
Reliance Insurance Co., DC Calif., 1/ 
15/60. 


No abandonment loss on removal of 
grapevines. Taxpayer paid $159,000 for 
farmland which had been used for grow- 
ing grapes. The evidence showed that 
the purchase price covered the value of 
land, buildings, and crops and that the 
parties placed no value on the vines. 
Five months later, taxpayer removed 
the grapevines and claimed an abandon- 
ment loss. The court denies the aban- 
donment loss deduction to taxpayer. 
Taxpayers were aware of the poor con- 
dition of the vines at the time of pur- 
chase and of the probability that they 
would have to be removed. Herbert, DC 
Cal., 3/14/60. 


Mutual insurance association taxed as 
corporation [Acquiescence]. The Phila- 
delphia-Baltimore Stock Exchange estab- 
lished a Gratuity Fund to provide 
benefits upon death of its members. The 
Commissioner sought to tax the Fund as 
a trust. The Tax Court found it to be 
a mutual insurance company because of 
the risk shifting and risk distribution. 
It is a mutual company despite the fact 
that the insurance was not sold at cost 
and excess premiums were not imme- 
diately refunded. It could not be taxed 
as an ordinary life company because it 
did not maintain the necessary reserves. 
However, it was exempt from tax be- 
cause its annual gross receipts were less 
$75,000. 
acquiesces in result only. Moyer Estate, 
32 TC 515, acq. IRB 1960-16. 


than The Commissioner now 


Secret partner liable for penalties after 
partnership bankruptcy. Taxpayer, who 
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was in the restaurant supply business, 
was a secret member of a partnership 
which operated a night club. He did not 
join the partnership in involuntary 
bankruptcy proceedings. Later, he paid 
interest and penalties on partnership 
federal excise and unemployment taxes 
accruing after the date of the bank- 
ruptcy. He is here suing for refund or 
the interest and penalties. The court 
holds for them since 
under state law, partners are jointly and 
severally liable for partnership debts 
and taxpayer did not go through bank- 
ruptcy proceedings. It was unnecessary 
to mame taxpayer individually in the 
indictment. Young, DC Cal., 11/18/59. 


taxpayer liable 


Jury finds partner’s “loan” was invest- 
ment. Upon instructions as to the dis- 
tinction between a loan and an invest- 
ment, the jury finds taxpayer’s “loan” 
to a partnership was not intended to 
be repaid and did not give rise to a bad 
debt deduction. It finds that a 
sales commission paid by taxpayer was 
an ordinary and necessary business ex- 
pense. Peeples, DC Ga., 3/22/60. 


also 


Repayment of advance to partner is 
not income. A partnership, of which tax- 
payer was a member, purchased coal 
lands and mining rights for $30,000 and 
then leased the lands to a corporation 
for five years. Taxpayer paid the $30,000 
purchase price from his own funds, and 
was to receive all moneys to be paid 
by the lessee corporation up to the 
amount of $30,000. The lessee corpora- 
tion never performed under the terms 
of the lease agreement and the partner- 
ship instituted suit for the full five years’ 
rental. The suit was ultimately settled 
for $17,500, which sum being paid over 
to taxpayer by the partnership pursuant 
to taxpayer’s agreement with the part- 
nership. The Commissioner determined 
that the $17,500 represented compen- 
sation to taxpayer for loss of profits and 
rents, and therefore was taxable as or- 
dinary income. The court holds with the 
taxpayer finding that the partnership, 
not taxpayer, acquired the lands and 
therefore any part of the $17,500 which 
represents for lost rental and 
profits is income to the partnership, a 
separate income tax reporting unit, and 
not to the individual taxpayer part- 
ner. Whether any part of the $17,500 is 
taxable to taxpayer as part of his share 
of partnership’s income is not decided 
since the issue is not before the court. 
Ragner, 34 TC No. 12. 
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Congress should require uniform 


allocations in state taxation 


bs RE IS A GENUINE HOPE now that 
Congress, having enacted minimum 
which protects 
undue state in- 
come taxation of interstate business, may 


tax nexus legislation 


smaller business from 
soon enact uniformity requirements to 
mitigate the double taxation and high 
that burden 
businesses. Such is the optimistic view 


compliance costs larger 
of Leonard E. Kust, who is general tax 
counsel of Westinghouse Electric Cor- 
poration. 

The Supreme Court, he feels, has for 
all practical purposes abdicated from 
further in the field of 
interstate 


useful function 


state taxation of commerce. 


Uniform allocation formulas, though 
difficult to construct, are not impossible 
and offer the most practical method of 
While little 
toward achieving uniformity 


through voluntary action by the states, 


solution. there has been 


progress 


now that Congress has acted to impose 
minimum nexus standards, there is an 
opportunity for it to extend its action 
and set forth a uniform allocation 
formula and tax base to be used by the 
states on penalty of forfeiting taxation 
of incomes from interstate business. 

Mr. Kust, who has long been con- 
cerned with the state tax problems of 
summarized his 


views of the present legal, political and 


interstate businesses, 


economic status of state taxation of in- 


terstate income at a meeting of the 


Fifth Annual Institutes on Taxation at 
the Southwestern Legal Foundation at 
Dallas last Fall. His paper, fully foot- 
noted to the cases and the literature, is 
available in its entirety in the South- 
western Law Journal (Volume 14, Num- 
ber 1) as well as The Tax Executive 
(Volume 12, pages 46-67). 


Supreme Court withdraws 


As Mr. Kust sees it, the recent de- 
cisions in Northwestern States, Portland 


Cement, Stockham Valves and ET & 


WNC Transportation establish the prin- 
ciple that the net income of a foreign 


corporation can now be taxed by a 
state within which the corporation’s only 
activities are interstate commerce. The 
question remaining is the extent and 
the manner of taxation. These are the 
problems of minimum nexus, proper 
allocation of income and compliance 
costs insofar as they might of themselves 
constitute a burden on interstate com- 
merce. 

The minimum nexus problem was 
solved when Congress in 1959 forbade 
state taxation of income derived from 
interstate commerce when the only ac- 
tivities of the company in the state are 
no more than solicitation for the sale 
of tangible property. Mr. Kust believes 
that law is constitutional. 

The other problems, the burden on 
interstate commerce arising from over- 
lapping and similar tax bases and alloca- 
tion formulas and excessive compliance 
Mr. Kust believes, sus- 
ceptible of judicial control. 

“While multiple taxes resulting from 
the of allocation formulas 
among the states clearly raise a com- 
merce clause question, it is difficult to 
see how the Supreme Court can resolve 
it. The practical procedure would be to 
hale before the Court the competing 
states whose diverse allocation formulas 
result in multiple taxation of the tax- 
payer’s net income and require them to 
reconcile their 


costs, are not, 


diversity 


allocations in a way 
which eliminates the multiple burden. 
There is, however, no established judi- 
cial procedure for such action. 

“Absent such forthright action, the 
Supreme Court would have to judge 
the burden imposed on interstate com- 
merce by a state’s formula in a two- 
party action brought by the taxpayer. 
The Supreme Court could look at the 
formula before it on its merits and, if 
reasonable, let the tax stand. Assuming 
the other states have reasonable, al- 
though diverse, formulas, their taxes 
could then be no more successfully at- 
tacked. The burden on interstate com- 


merce, although clearly incurred, would 
remain judicially undisturbed. 

“In the alternative, the Supreme Court 
could consider the formula of the first 
state brought before it in conjunction 
with the formulas of the other state or 
states involved. Although the formula 
is reasonable on its own merits, the 
Court could hold that its contribution 
to creating a multiple tax burden on 
the interstate income of the taxpayer 
rendered its application invalid under 
the commerce clause. This would re- 
move the burden on interstate com- 
merce, but why should the first state 
be the only one deprived of revenue, 
assuming that removal of its tax is 
enough to eliminate multiple taxation, 
thus protecting the remaining state or 
states from attack? What action can the 
first state take to get its fair share of 
the revenue from the interstate income 
of the taxpayer involved? This would 
seem to be, indeed, a heavy and uneven 
handed way of dealing with the com- 
peting claims of states for apportion- 
ment of interstate income. 

“Thus, while a commerce clause ques- 
tion clearly remains inherent in the 
diversity among allocation formulas, its 
judicial resolution is unclear. 


Compliance cost 


“The cost of compliance can, and 
does, become excessive,” Mr. Kust says, 
“where the increase is caused not only 
by the necessity of filing a return but 
by diverse statutory allocation formulas 
and tax bases. It is this element of cost 
of compliance which can properly be 
regarded as imposing an unconstitution- 
al burden. 

“It is doubtful that excessive cost of 
compliance, however meaningful it may 
be in terms of discussion of burdens on 
interstate commerce, is susceptible of 
judicial remedy. If the cost of comply- 
ing with the tax statute of State A 
alone is not excessive and the cost of 
complying with the tax statute of State 
B alone is not excessive, can the tax 
of either state be declared invalid by 
the court merely because the cost of 
complying with the statutes of both 
states is execessive? The problem is 
analogous to that set forth regarding 
allocation formulas and appears equally 
incapable of judicial solution. 


End of an era? 


“Tt is not at all clear,” Mr. Kust con- 
cludes, “that the Supreme Court was 
fully aware of the ultimate implications 
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of its action. The Court was moved by 
the logic of current imperatives in fixing 
a new modus operandi for state taxation 
of net income from interstate commerce. 
But did it consider and accept that at 
the same time it rendered itself sub- 
impotent under the new 
regime to perform its traditional func- 
tion of policing and applying through 
particular cases the remaining constitu- 
tional limitations on state power to 
tax income from interstate commerce? 
The question of nexus falls within the 
traditional pattern of individual case 
adjudication at the behest of the tax- 
payer. But the questions of burden on 
interstate commerce, through multiple 
tax and excessive compliance cost, raised 
by overlapping and dissimilar tax bases 
and allocation formulas, are not amen- 


stantially 


able to the judicial process. Perhaps the 
Court did contemplate these implica- 
tions and accepted them as unavoidable, 
justifying its acceptance of them as its 
final act in forcing the Congress to cope 
with the matter, which the Congress 
had been invited to do in several prior 
Cases. 

“Whether it was done consciously or 
unconsciously, it is fair to conclude 
that, unless it reverses itself, the Supreme 
Court has abdicated, for all practical 
purposes, from any further useful func- 
tion in the field of state taxation of net 
income from interstate commerce. 

“Consequently, the problem must here- 
after be viewed as one of legislative 
policy to be implemented by Congress 
and state legislatures.” 


illocation of taxable income 

Despite the similarities between in- 
taxation of income 
and multiple state taxation of interstate 
income, Mr. Kust concludes that the all- 
or-nothing approach adopted in the in- 


ternational double 


ternational treaties is neither practical 
nor desirable in state taxation. Nor are 
credits for other state taxes. The only 
practical solution is in the use of alloca- 
tion formulas. 

“Admittedly, it is impossible to devise 
a perfect uniform allocation formula. A 
formula is The 
task which on 
the whole 


inherently arbitrary. 


is to devise a formula 
most satisfactorily weights 
the in-state and out-of-state income pro- 
ducing activities and minimizes distor- 
tion. There must be provision, how- 
ever, where distortion is asserted for tax- 
payers or administrators to prove by 
other means, if they can, a more ac- 
curate and acceptable apportionment, 


in which case the formula would not be 
applied.” 

As a starting point, he suggests that 
some sort of three-factor formula is a 
minimum requirement. “Fewer than 
three factors increases the probabilities 
of distortion in particular cases. Indeed, 
more than three factors would be de- 
sirable from this point of view; but, 
the choice of additional factors involves 
more administrative and compliance 
costs and new questions of the weight 
to be given to in-state and out-of-state 
activities. The three factors, viz., proper- 
ty, payroll, and sales, have acquired ac- 


ceptance and are on sound middle 
ground. 
“Production, warehousing, and to 


some extent selling and administrative 
operations, require property investment, 
and thus the property factor reflects one 
of the major income-producing aspects 
of a business. The payroll factor also 
reflects production, warehousing, selling 
and administrative activities, but weights 
them differently and is thus also a de- 
sirable factor. Neither factor reflects ade- 
quately, however, the importance of sell- 
ing activity in the earnings of income. 

“The argument that income is earned 
only by services and by property so that 
payroll and property should be the only 
allocation factors is not persuasive. It is 
anchored in classical economic analysis 
of the factors of production. This analy- 
sis is not appropriate to the determina- 
tion of where net income arises for tax 
purposes. Taxation is a pragmatic mat- 
ter which should deal with the business 
world on its own terms. Factually it is 
selling which converts the goods pro- 
duced into the income which is taxed, 
and the business world clearly regards 
selling activity as contributing substan- 
tially to net income. 


Sales factor 

“Where does selling income arise? 
Is it, as would be the case if only the 
payroll and property factors were used, 
merely where the personal services of 
salesmen are rendered and the facilities 
used by them are located? Not by the 
traditional standards applied in income 
taxation by the federal government and 
most nations. income from sales of per- 
sonal property is generally considered 
to arise where the sales transaction is 
effected. Since the transaction requires 
a buyer as well as the seller this gener- 
ally means that the income has its 
source partly in the country of the 
buyer and partly in the country of the 
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seller. It would seem clear therefore 
that there is a sound basis for including 
the sales factor in a uniform allocation 
formula. At least 24 of the states use 
both property and payroll as factors in 
allocation, and of the 24 states using 
property and payroll as factors, all 
except one, also use sales as a third 
factor. 

“Accordingly, a formula employing 
the three factors, property, payroll and 
sales, merits first consideration in fram- 
ing a uniform allocation formula. 

“A uniform definition of the property 
and payroll fractions would require 
some accommodation by the states in 
view of present variations but no serious 
problems are apparent. The sales frac- 
tion, on the other hand, being the 
source of the greatest diversity, presents 
the most serious problems. 

“What definition is to be used for the 
sales numerator?,”’ Mr. Kust asks. 

“In seeking an answer the ‘Uniform 
Division of Income for Tax Purposes 
Act’ adopted by the National Confer- 
ence of Uniform 
State Laws and the American Bar Asso- 
ciation commands attention. Under sec- 


Commissioners on 


tion 16 of that act, sales are generally 
assigned to the state of destination. 
“Tf it 
nexus at the point where the foreign 
corporation maintains an office in the 
state sales are solicited,” 
“it makes little sense to 
define the numerator of the sales frac- 


is sound to fix the minimum 


from which 


Mr. Kust says, 


tion as anything but sales to customers 
located in the state. The property and 
payroll fractions will yield insignificant 
allocation of such a state. 
Consequently, the sales factor should be 
defined to recognize that approval of the 
exercise of the taxing power is mean- 
ingless unless revenue results. 

inclusion of the sales 
factor in the allocation formula is justi- 


income to 


“Likewise, if 


fied as reflecting that income arises from 
the sales factor 
should be defined to recognize that the 


transaction, the sales 
income arises in part from the state of 
the buyer. The payroll and property 
factors give insignificant weight to this. 
It is appropriate, therefore, that the 
sales factor give it primary weight. 


The tax base 


“In addition to wide variations in al- 
location formulas, a source of excessive 
as Mr. Kust sees it, 
“results from variations in the tax base. 
At present, although the tendency is to 
define taxable income in terms which 


’ 


cost of compliance,’ 
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approximate taxable income for Feder- 
al income tax purposes, there are many 
differences. If reduction in the cost of 
compliance is to be maximized, there 
must be a uniform definition of taxable 
income. 

“The most obvious method of achiev- 
ing is to define taxable in- 
is defined in the Internal 
Revenue Code. Every business corpora- 
tion must file a Federal income tax re- 
turn. If the uniform definition of tax- 
able income corresponds to the Federal 
definition, not all of the ac- 
to determine 
able income will have been performed in 
preparing the Federal return, thus 
minimizing that portion of the cost of 
compliance. 


uniformity 
come as it 


most if 


counting necessary tax- 


“In using Federal net income as a 
uniform base, some adjustments might 
be necessary where the Fourteenth 


Amendment or some other constitu- 
tional provision requires adjustment, as 
probably would be the case with respect 
to rental income from real property and 
tangible personal property. Careful con- 
sideration 


should be given to whether 


any such adjustments are really re- 


quired, and they should be kept to the 


unavoidable minimum. 


PL 86-272 


“Action with minimum 


respect to 
with remarkable alacrity, al- 
taken. Public Law 86-272 
without hearings by the 
Judiciary 


nexus has, 
ready been 
was passed 
House and with 
before the Senate 


Both houses, no 


Committee 
only brief hearings 


Finance Committee. 
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doubt, had the benefit of the more ex- 
tensive hearings before the Senate Se- 
lect Committee on Small Business, but 
these hearings were oriented to only a 
sector of interstate commerce. 

“In view of the previous absence of 
tangible congressional interest in this 
problem, the complexities of the prob- 
lem, and the important federal-state 
governmental relations involved, the 
precipitate action taken does not,” Mr. 
Kust thinks, “inspire confidence in the 
result. 

“It is not surprising, therefore, that 
the act finally passed is equivocal on a 
central issue: May the taxpayer main- 
tain a local office from which solicitors 
operate and yet be protected by the 
statute from taxation? The statute on 
its face appears to give such protection, 
but the legislative history reveals a clear 
intention to permit the states to tax 
in such circumstances. No doubt this in- 
tention will prevail, but the lack of 
any indication of the intent on the face 
of the statute is deplorable. 

“The statute is also unclear with re- 
spect to what are activities.’ 
Conceivably installation, local advertis- 
ing, local collections, and other local 
business activities. Since 
these are not included in the specifically 
protected activities, if engaged in, they 
may leave open to tax a business other- 
wise engaged only in solicitation. This 
problem is inherent in the Senate ap- 
proach incorporated in the 


‘business 


activities are 


act as 


passed, which defines when the state 
may not tax. The House bill, which 
defined when states may tax, would 


avoid this problem. From the point of 
view of interfering with the power of 
states to tax, however, the Senate ap- 
proach appears less dictatorial in that 
it merely says when states may not tax. 

“Another defect of the statute is that 
it deals with only one aspect of inter- 
state commerce, sales of tangible person- 
alty. Interstate carriers, pipelines, radio, 
and television, for example, 
protected by the statute. 

“In spite of the unseemly haste and 
the imperfections of the congressional 
action, it would appear on the basis of 
the analysis heretofore made that the 
line demarking, minimum nexus was 
soundly drawn, assuming the statute 
will be interpreted to permit a state to 
tax interstate income only where there 
is at least a sales solicitation office with- 
in the state. In any event Congress is 
now committed to action, and if the 
imperfections of the statute as passed 
are serious in practice, amendment can 
correct them. 


are not 


Future action 

“While the action of Congress covered 
only minimum nexus, the Senate Fi- 
nance Committee and the House Judici- 
ary Committee were directed to study 
all matters pertaining to the taxation of 
income interstate and 
to report proposals for legislation by 
July 1, 1962.” Federal action, Mr. Kust 
says, is the only practical solution. 

“Compacts between the states have 
been noted as a possibility, but no ac- 
tion has ever been undertaken in this 
direction. 


from commerce 


Interstate compacts would 
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seem to be wholly impractical as a 
solution. 

“The only other alternative permit- 
ting solution by state action alone is 
adoption of a uniform act. For 40 years 
the National Tax Association has 
striven for uniformity in state taxation 
of corporate net income through a uni- 
form act. In 1957 The House of Dele- 
gates of the American Bar Association 
approved a uniform act which had been 
approved shortly before by the Na- 
tional Conference of Commissioners on 
Uniform State Laws. Yet nothing has 
been done. 

“There remains the possibility of ac- 
tion by Congress which directly sets 
forth a uniform allocation formula and 
tax base to be used by states in im- 
posing a net income tax on interstate 
commerce. This is certainly less an im- 
pairment of state’s rights than is the 
minimum nexus legislation. The latter 
carves out an area of potential revenue 
from the states’ power to tax; the for- 
mer permits taxation but merely fixes 
in part the manner in which the tax 
shall be imposed. Thus the suggested 
action should be easier to accept than 
the action already taken. It is certainly 
just as essential in assuring the unim- 
peded development of a national econ- 
omy to which the sovereignty of the 
states must be subordinated as contem- 
plated by the commerce clause of the 
Constitution. 

“It is to be hoped therefore that Con- 
gress will meet its responsibility and 
complete its action in this area by en- 
acting a statute setting forth a uniform 
allocation formula and tax base along 
the lines discussed which must be used 
by the states in taxing income from in- 
terstate activity. The states would then 
have to pass correlated statutes or 
forego taxing income from interstate 


business.” 


N. J. village assessing at 
100% wins county tax refund 


of Ridgefield Park in 
Bergen County, N. J., has been having 


[THE VILLAGE 


a pack of legal troubles all stemming 
from the fact that it is the only village 
in the county assessing real and personal 
property at full value, as required by 
New Jersey law. Back in January 1960, 
Court of New Jersey 
decision which held that 
Ridgefield Park could compel the other 
communities in the county to assess at 
100%, of 


the Supreme 
affirmed a 


true value, and which re- 


strained the Bergen County Board of 
Taxation from collecting more from 
Ridgefield Park than its fair share would 
have been if the other municipalities 
had assessed at full value in 1959. 

The next round in the litigation in- 
volved the constitutionality of the equal- 
ization table and table of aggregates as 
applied by Bergen County to Ridgefield 
Park. This round also was won by the 
village, in April 1960, with a decision 
from the Superior Court of New Jersey 
that a uniform formula had not been 
applied in computing the tables and 
therefore they were unconstitutional. 
The result was that Ridgefield Park 
paid approximately $11,000 more for 
real property and $16,000 more for per- 
sonal property than its fair share would 
have been under a proper formula. Since 
no machinery exists for the county to 
make a partial refund, a full refund of 
taxes was ordered. Two more rounds in 
the litigation have already been 
promised: an appeal by the county on 
the constitutionality of the formula and 
a mandamus proceeding by Ridgefield 
Park to compel the other taxing bodies 
in the county to make full value as- 
sessments. 


Court decision reaffirmed 

The importance of these cases lies in 
the fact that they reaffirm the position 
of the New Jersey Supreme Court an- 
nounced in the Middletown case in 
March 1957 that all municipalities are 
required to assess real property at 100% 
of market value, and that they clearly 
extend this rule to personal property. 
At the end of last year, only ten towns 
were assessing real property at full value. 
The reluctance to follow the edict seems 
to be political, at both state and local 
levels, to prevent 
payers who are accustomed to being 
assessed from 7.7 to 77% of market 
value, depending upon the particular 
community’s practice. Efforts by the 
N. J. State Legislature since 1957 to 
solve the problems have been fruitless 
so far; it failed to act on a report of the 
State Tax Policy Commission recom- 
mending the elimination of the personal 
property tax and assessment of all real 
property at 40% of its true value. 

Governor Meyner has suggested an 
alternative plan which would permit 
each county to decide at what ratio of 
market value it wished to assess all real 
property in the county, while state 
statutes would set the ratio of assess- 
ments on business and personal prop- 


antagonizing tax- 
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erty. Thus, machinery and equipment 
and inventories could be assessed at 
varying fractions of the real property 
tax. All these proposals have been in- 
corporated into appropriate bills, but 
they remain with the other unpassed 
measures aimed at solving the problem. 
Until the legislature acts, legal action 
by individuals and towns is likely to in- 
crease. Middletown Township, Lake- 
wood, and Ridgefield Park are already 
seeking compliance through the courts 
and they are likely to be joined by towns 
in Camden, Mercer and 
Morris Counties which have begun as- 
sessing at full value. These municipali- 
ties will seek to protect themselves from 
paying more than their fair share of 
county taxes, and from receiving less 
than their fair share of state aid. It is in 
these areas that inequities arising from 
non-uniform assessments are most im- 
portant to the community although in- 
equities between types of property or 
specific properties are likely to remain 
more important to individual taxpayers. 


Gloucester, 


Severance tax on timber 
considered in Oregon 


A MAJOR SHIFT in taxation of timber is 
being considered in Oregon, which 
would reduce the ad valorem property 
tax and substitute a severance tax in an 
effort to encourage good forestry prac- 
tices. The plan, devised by the Tax 
Commissioner and presented to the Ore- 
gon Legislature with the support of the 
Governor, calls for exemption from tax- 
ation of reproduction forest crops during 
the early years of growth. Other classes 
of growing timber would be subject to 
property tax at rates increasing from 
one-eighth of current value for timber 
aged 35 to 85 years to 20% after 85 
years (a reduction of one-third from the 
current rate of 30%). 

The proposed plan recommends that 
the difference between the current and 
suggested property tax be balanced by 
a severence tax of 60¢ per thousand 
board feet, to be applied to all timber 
cut in the state. Revenues from this 
source would be reallocated to the vari- 
ous counties in proportion to the reduc- 
tion in local advalorem levies resulting 
from reducing their timber valuations. 
The Commission believes this method 
of allocation would cause least disturb- 
ance to local revenues and prevent the 
shift of the tax burden to other classes 
of property. 

In urging support from the legislature, 
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Governor Mark Hatfield said, ‘This is 
a milestone in the development of a 
timber tax proposal that for the first 
time offers equity for all types and sizes 
of operators, at the same time maintain- 
ing the high principle of conservation 
for our great natural resource.” w 


S.C. allows U.S. tax in part 

SouTH CAROLINA is taking a compromise 
position on the question of whether it 
is good to allow a deduction for Federal 
income taxes in computing the state in- 
come tax. The argument pro is the old 
and popular one that a tax on income 
spent to pay tax is inequitable. The 
chief argument contra is that such an 
allowance usually means a substantial 
cut in state revenue and the introduc- 


tion into the income tax of an im- 
portant element over which the state 
has no control. The South Carolina 


compromise allows the deduction but 
limits it to $500. The 1960 South Caro- 
lina Legislature, in carrying out the 
Governor’s recommendation, made the 
new income 


provision applicable to 


earned in 1959 and thereby nullified 
a 1959 law which removed the deduc- 


tion for that year. * 





New decisions _ 


Michigan income tax upheld on author- 
ity of Northwestern States. Taxpayet 
maintained sales offices in Michigan and 
had clerical employees there too. How- 
ever orders were accepted outside the 
state and all shipments were made f.o.b. 
The 


finds that taxpayer's activities were simi- 


points outside Michigan. court 
lar to those considered by the U. S. 
Supreme Court in Northwestern States 


Valves 


where the state income tax was upheld. 


Portland Cement and Stockham 


There is no constitutional bar therefore 
to the Michigan tax on taxpayer. The 
tax involved is an income tax, not a 
gross receipts tax, because it allows some 
deductions and the allocation formula 
(a Massachusetts-type three-factor one) 
is reasonable. Armco Steel Corp., Sp. 


Ct. Mich., 4/11/60. 


Iowa’s adoption of Federal code up- 
held; capital gain tax on prior appre- 
ciation approved. In 1955 the Iowa legis- 
lature revised its income tax law and 
adopted the definitions in the Federal 
code. In this suit attacking the consti- 
tutionality of that procedure, the court 
reference 


finds such 


legislation by 
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proper, relying on prior decisions up- 
holding state bank taxes which adopted 
definitions from the Federal statutes. 
Taxpayers also contest the computation 
of capital gain by using the federal basis 
for the property sold—value in 1935. It 
argued that the value at the date of the 
change in Iowa law making capital gains 
taxable must be used. The court finds 
no objectionable retroactivity. At most, 
capital gains were excluded from tax 
prior to 1954 and taxpayers were aware 
the exclusion might be ended at any 
time. Appreciation is not a separate 
property; income is realized only when 
the property is sold and is properly tax- 
able in full then. Bryant Trust (City 
National Bank of Clinton, Tr.,) Sp. Ct. 
Iowa, 4/5/60. 


Interstate business freed of Arizona 
sales tax. Taxpayer manufactured cot- 
ton gins and prefabricated steel build- 
ings. Sales to Arizona purchasers were 
concluded outside the state but taxpayer 
maintained a sales representative in 
Arizona and a stock of repair parts. The 
court finds that taxpayer’s activities in 
Arizona are not sufficient to make it sub- 
ject to the Arizona sales tax. One judge, 
dissenting, would find the taxpayer’s ac- 
tivities in the state sufficient to support 
the tax. The majority, he says, is im- 
properly applying the old drummer 
cases. Actually, taxpayer is competing 
with local business and the tendency 
of recent cases is to uphold the taxing 
power of the state. Murray Company of 
Texas, Sp. Ct. Ariz., 3/30/60. 
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Privately owned school’s tax-exempt 
status revoked retroactively. A privately 
1946 secured tax ex- 
emption based on submission of incor- 
1951 the 
sioner audited the school’s records and 
the tax-exempt status 
Tax Court found the 
school was in fact organized not only 
to operate a business school but to pro- 
vide pecuniary benefits to its stock- 
holders, and, accordingly, upheld the 


owned school in 


rect statements. In Commis- 


revoked retro- 
actively. The 


revocation of 
status. The Commissioner’s further de- 
termination that all payments made to 
behalf of the individual stock- 
constitute dividends to 
was reversed to the extent that the pay- 
ments were found to represent actual 


retroactive tax-exempt 


or on 


holders them 


selling expenses, reasonable salaries, and 
loans. This court affirms. Birmingham 
Business College, Inc., CA-5, 4/4/60. 


*Foundation exempt although income 
was used to repay borrowings [Acquies- 
cence]. Taxpayer, a foundation with an 
initial capital of $1,000, purchased 
rental property for $1,150,000. The pur- 
chase was financed through a $750,000 
mortgage loan from an insurance com- 
pany, a $250,000 loan from taxpayer's 
incorporator and advance rents of $150,- 
000. During the next five years, tax- 
payer repaid all the loans out of its 
rental income. The Tax Court decided 
that this did not cost taxpayer its tax 
exempt status. Since the amounts used 
to pay off the loans inured exclusively 
to the benefit of charitable organiza- 
tions, the court concluded that taxpay- 


er’s income was used for exclusively 
charitable purposes and taxpayer is en- 
titled to exempt status. The court relied 
on taxpayer’s exclusively charitable pur- 
poses to find that the use of its income 
to retire the debts was not an unreason- 
able accumulation or substantially for 
nonexempt purposes. The court was in- 
fluenced by the fact that taxpayer made 
substantial charitable contributions dur- 
ing the period of debt retirement, the 
interest paid on the loan from _ tax- 
payer’s incorporator was reasonable and 
taxpayer’s incorporator returned much 
of the interest to taxpayer in the form 
of contributions. Shiffman, 32 TC 1073, 
acq., IRB 1960-16. 


IPR recovers its exemption. The In- 
stitute of Pacific Relations had been 
ruled exempt in 1927 and 1938. In 1955 
the IRS revoked those rulings based, 
the court finds, on the evidence intro- 
duced at the hearings of the Senate In- 
ternal Security Subcommittee and its re- 
port (the McCarran Report). The Com- 
missioner assessed tax for 1955 and the 
Institute paid it and sued for refund. 
The court grants it. It finds as a fact 
that IPR’s activities were 
and not propaganda. This court doubts 
the admissibility of the McCarran Re- 
port as evidence but since the Institute’s 


educational 


pre-trial motion for a summary judg- 
ment was denied on the ground that the 
Report is admissible, it adheres to that 
ruling. However, the Report contains 
“not a shadow of a scintilla of evidence 
to meet the plaintiff's case for 1955.” 
The only evidence of what happened in 
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that year was presented by IPR. The 
government's argument is simply IPR’s 
statement that its practices have been 
unchanged during its entire existence. 
The government thus has failed to meet 
the IPR’s evidence of its activities. Inst. 
Pac. Rel., DC N. Y., 3/31/60. 


No deduction for benefit to charity; it 
was paid for. Taxpayer sold a tract of 
land to a church for $17,500. The con- 
tract required taxpayer to pave a road 
along one side of the tract, and reserved 
to him the right to build a road along 
another side. Such a road would benefit 
adjacent property owned by taxpayer. 
When the tract sold was deeded to the 
church, the road strip was also conveyed, 
and the legend “Dedicated For Public 
Street Purposes” was marked on a map 
ittached to the deed. Taxpayer claimed 
a deduction for the road strip as a 
The court 


charitable contribution. 


denies the deduction. The conveyance 
of the road strip was not exclusively for 
public purposes, but was pursuant to a 
contract for which taxpayer received a 
valuable consideration. Taynton, DC 
Va., 4/8/60. 


Exempt agricultural organization must 
pay tax on income from club facilities. 
Taxpayer was an exempt organization 
concerned with development of better 
breeds of horses. It also operated a 
restaurant, bar and cocktail lounge in a 
club house open all year. The club’s re- 
ceipts amounted to over 50% of the total 
income. Less than 25% of the club’s 
members owned horses 
nected with their breeding. 
out that activities of this character were 
unrelated to taxpayer’s exempt activi- 
ties, the IRS rules that the income from 
the club is taxable as unrelated business 
income. Rev. Rul. 60-86. 


or were con- 


Pointing 


New foreign decisions this month 





Trip to settle family in U. S. doesn’t 
end foreign residence. Under the Code, 
U. S. citizens who are bona fide residents 
of a foreign country for an entire tax- 
ible year may exclude compensation for 
personal services performed outside of 
the U. S., unless paid by the U. S. or 
one of its agencies. From 1936 to 1946, 
taxpayer, a U. S. citizen, was the master 
of a cableship operating in foreign 
waters. During that period his family 
Peru. In 1946, 

moved his family to the U. S. 
his children could obtain higher educa- 


resided in taxpayer 


so that 
tion. Taxpayer remained in the U. S. 
for a few months until his family was 
settled in their new home and then re- 
his former duties and area 
that his 
America 


turned to 
intended 
South 
upon the completion of his children’s 


of operations. He 
family rejoin him in 
education. On these facts, the Tax Court 
decides that taxpayer was at all times a 
bona fide resident of a foreign country 
and as such, he is entitled to exclude 
his foreign income. Hack, 33 TC No. 
124. 


Tokyo club was army installation; man- 
ager’s salary is taxable. Taxpayer, a 
{ 5. 
Army civilian personnel club in Tokyo. 
that the under the 
supervision and control of the Army, the 


citizen, was the manager of an 


Noting club was 
lax Court concludes it was an agency 


of the U. S. and taxpayer may not ex- 


clude the income earned abroad. The 
Code does not permit the exclusion of 
foreign earnings if the payor is the 
United States. Raffensperger, 33 TC No. 
126. 


Resident alien does not automatically 
become non-resident on expiration of 
re-entry permit. Taxpayer, a resident 
alien, left the United States for a visit 
to his native country, with the inten- 
tion of returning to the United States. 
By reason of illness he was unable to re- 
United States 
expiration of his re-entry permit. Be- 


turn to the before the 
cause the determination of the residence 
of an individual is a factual issue, the 
expiration of the re-entry permit, alone, 
cannot be construed as automatically 
terminating the taxpayer’s status as a 
resident alien, particularly since the ex- 
piration of the re-entry permit does not 
conclusively preclude the taxpayer from 
returning to the United States under a 
returning resident visa. Rev. Rul. 60- 
129. 


Deduction allowed for expenses of un- 
reported foreign income. 
post-war 


Taxpayer 
communications 
the 
United States. In 1945, without prior 
approval of the military authorities, it 


operated a 


service between Germany and 


started a service whereby flowers could 
be ordered in Germany for delivery in 
the United States. The customer paid 
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in Allied military marks, and taxpayer 
purchased the flowers here with Ameri- 
can dollars. By the end of 1945, taxpayer 
was unable to convert the Allied mili- 
tary marks into American dollars, so 
it terminated the service. In 1948, it 
was able to make a conversion 
Deutsche marks, which were used in 
later years to pay German operating ex- 
penses. Taxpayer included neither the 
military marks income nor the dollar 


into 


deductions in its 1945 return and now 
claims a refund on the ground that the 
latter is deductible as an ordinary and 
necessary business expense. The court 
allows the deduction, Taxpayer’s pur- 
chase of the flowers in dollars and later 
conversion of the military marks into 
Deutsche marks was not against public 
policy and did not violate directives 
restricting conversion of military marks. 
The expense was ordinary and neces- 
sary since it stimulated taxpayer’s mes- 
The government 
ceded that the receipt of military marks 


sage business. con- 
was not taxable income in 1945, so the 
court did not decide whether the later 
conversion into Deutsche marks gave 
rise to taxable income. Two concurring 
judges would require plaintiff's deduc- 
tion to be decreased by the net amount 
that was realized upon the conversion. 
RCA Communications, Inc., Ct. Cls., 


5/4/60. 


Jamaican tax on “chargeable income” 
is an income tax. A United States corpo- 
ration subject to the Jamaican income 
tax entered into an agreement with the 
effect of 
which was to provide a method of com- 


Jamaican government, the 
puting the corporation’s “chargeable in- 
come” (on which the tax was based) 
which was different from the method of 
computing the chargeable income of 
other taxpayers subject to that tax. The 
IRS holds that the tax paid the Ja- 
under this agree- 
ment is an income tax within the mean- 


maican government 
ing of Code and hence the amounts paid 
are creditable against U. S. income tax. 
Despite the fact that the method of com- 
puting chargeable income under the 
agreement differed from the method of 
computing chargeable income under the 
Jamaican statute, the method of compu- 
tation was essentially equivalent to the 
method of computing taxable income 
under the 1954 Code, and the method 
of computing the tax base, it was held, 
does not operate to change the tax 
nature as an income tax. Rev. Rul. 60- 
146. 
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Annualization at fiscal year 
change burdens partners 


In the April and May issues of the 
Journal, we presented Helmut Strauss’ 
very interesting problem involving the 
possible adverse effect of partners chang- 
ing their taxable years from the calen- 
dar year to a fiscal year coinciding with 
the fiscal year of the partnership. At 
the same time this very problem was 
being raised at a hearing before the 
Senate Finance Committee by Theodore 
Tannenwald, Jr., of New York City. 

Mr. Tannenwald, in a letter to the 
Committee, pointed out that the change 
of fiscal years was the only solution to 
possible bunching of income on eventual 
termination of the partnership, but 
noted, as did Mr. Strauss, that the an- 
nualization computation presents a pen- 
alty. He then commented along the lines 
of Mr. Evall’s letter in our May issue: 

“Section 443(b)(2) purports to provide 
some relief by allowing a taxpayer in 
such a situation to recompute his tax 
after a period of 12 months from the be- 
ginning of the short period and then 
taking a pro rata amount of that tax 
(i.e., that proportion which the net in- 
come for the short period bears to the 
net income for the 12-month period). 

“The difficulty with the relief pro- 
visions of Section 443(b)(2) is that one 
needs to have the cash to finance the 
change of taxable year. It seems strange, 
indeed, that the practical availability 
of a provision of this kind should be 
dependent upon the financial condition 
of the taxpayer. I do not believe that 
such a situation fits into the basic phil- 
osophy upon which our tax laws are 
predicated. 

“The argument may be made that the 
individual in the situation described 
had a year free of tax when he was ori- 
ginally made a partner. The fact is, 
however, that he merely postponed his 
liability to tax; he was not relieved of 





a year’s taxes. Eventually these taxes 
have to be paid, and, as the law stands 
now, at higher surtax rates. 

“I suspect that, in enacting Section 
443 (b) (and its predecessor Section 
47(c) of the 1939 Code), Congress never 
considered the impact of annualization 
on an individual who derived his prin- 
cipal income from a partnership. In all 
probability Congress had in mind the 
situation of an individual who received 
his taxable income fairly ratably over 
the year and inserted Section 443(b) to 
cover situations where occasionally a 
slight variation might arise.” vr 


Can trusts in business deduct 
expenses of untaxed income? 


Mr. Stanley Goldstein of Brooklyn, 
New York, has written us an interesting 
and somewhat provocative letter: 

“Having enjoyed your informal col- 
umn ‘Shop’ Talk’, I now find that it 
may help solve one of my problems. 
The following item must have a flaw 
somewhere but it evaded me. Perhaps 
under the scrutiny of your readers some 
new angle will come to light. 

“No one will disagree with the state- 
ment that the expenses of a trust should 
be apportioned between taxable and 
tax exempt income. And yet this seems 
to be contrary to the code. 

“Section 265(1), dealing with ex- 
penses relating to tax exempt income, 
says that no deduction is allowed for 
Section 212 expenses allocable to tax 
exempt interest. [Section 212 allows ex- 
penses for the production of income 
and the conservation of income-produc- 
ing property, etc.] The inference that 
business expenses under Section 162 
need not be allocated is strengthened by 
the fact that no deduction is allowed 
for amounts allocable to tax exempt in- 


come other than interest. In other 


‘words, tax exempt interest is peculiar 
in that expenses relating to it are de- 





ductible if they come under Section| 
162, but not deductible if they are 
Section 212 expenses. 

“In those cases in which trusts could 
qualify as businesses, and deduct ex.-| 
penses under Section 162, there would | 
seem to be no need for allocation. This | 
method is not used by banks or tax] 
research services, and yet it appears to / 
be well founded in the code and regula. | 
tions. I would appreciate seeing your 
readers’ comments on this point.” 





Capital gains in reversionary 
trust after grantor’s death 


We go back once again to the re- 
versionary trust issue from our January 
column which has been producing a 
chain reaction of response. Replying to 
a letter printed in the March column, 
which took the position that after the 
grantor’s death capital gains of a re- 
versionary trust were taxable to the 
trust, Sarah L. Day of Warshaw & 
Franks, New York City, writes: 

“The last sentence of the writer ap- 
pears to me incomprehensible. He states: 
‘, .. it would appear that the trust, like 
life tenant, pays tax on the gain.’ If the 
grantor and not the trust is taxable on 
the capital gains during the life of the 
grantor, why should the trust become 
taxable after the grantor’s death? Or 
does the writer mean ‘estate’ rather than 
trust? 





“It seems to me that the capital gains, 
in the year of death of the grantor, 
would be taxable either in the final 
return of the decedent or in the income 
tax of the estate, depending on the time 
element. For example, if the sale was 
made and the proceeds were received 
prior to death, they would be taxed in 
the final return of the decedent. If the 
sale was transacted prior to the death 
of the decedent, but the proceeds were 
received thereafter, the estate would be 
taxable under Section 691 IRC, as In- 
come in Respect of a Decedent. If the 
sale and receipt of proceeds both oc- 
curred after death, the capital gain 
would be taxable to the estate, which 
received such right from the decedent.” 


Gift tax value of trust 
distributing capital gains 

Mr. Francis M. Simon explores an- 
other aspect of the reversionary trust 
problem. Mr. Simon, who is Chief Tax 
Consultant of Kalb, Voorhis & Co., New 
York City, is interested in the continuing 
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discussion we have presented on the 
gift tax valuation question where capital 
gains are to be distributed to the bene- 
ficiary. He writes: 

“It would appear that an argument 
could be made for the proposition that 
the gift is valued without regard to the 
fact that capital gains are allocated to 
income. In other words, you ignore this 
fact and merely take the present value 
of the income interest, by reference to 
the proper tables, as the value of the 
gift for gift tax purposes. 

“This argument is based on an analogy 
to Rev. Rul. 55-620, which deals with 
the charitable life-income plan funded 
with investment company shares. Such 
a plan involves an irrevocable trust, 
with income reserved for life to the 
donor, remainder over at his death to a 
qualified charity. The trust corpus con- 
sists of mutual fund shares, and the in- 
denture provides that capital gain divi- 
dends received by the trustee may be 
allocated either to income (and dis- 
turbed currently to the donor) or to 
corpus (and distributed ultimately to the 
charity). The Ruling holds that the 
donor’s charitable deduction in the 
year of transfer is (within limits) based 
on the present worth of the remainder 
interest going to the charity, irrespec- 
tive of whether capital gain dividends 
are distributed currently to the donor 
or added to trust corpus. 

“Thus, it would seem that, applying 
the theory of Rev. Rul. 55-620 to the 
short-term trust problem, valuation of 
the gift to the income beneficiary would 
be computed without regard to the fact 
that he is to receive capital gains distri- 
butions, in addition to ordinary in- 
come. 

“True, a countervailing argument 
could be made by equating the current 
distribution of capital gains to the bene- 
ficiary with a power of invasion without 
a definitely ascertainable standard — 
thereby treating the full amount of the 
transfer as the amount of the gift, by- 
passing actuarial computation under the 
tables. However, the argument from 
the analogy to Rev. Rul. 55-620 would 
appear to be more weighty.” 

Meanwhile, back at the Internal Rev- 
enue Service, there is a contrary opin- 
ion. You may recall that last month we 
described the Service position on this 
gift tax question in general. We pointed 
out that where the grantor is also the 
trustee and by the terms of the trust 
capital gains are distributed to the 
beneficiary, the initial value of the gift 


is only the value of the ordinary in- 
come for the period of the trust based 
on the usual actuarial tables. But what 
would happen if the grantor resigned 
as trustee? We understand that the 
Service view is that upon such event 
there is a completed gift made the value 
of which is measured by the unrealized 
appreciation in the trust assets as of 
that date. 


Readers query income on 
gift of policy subject to a loan 


Several readers have taken issue with 
Mr. A. W. of Houston, Texas, who 
raised a question of possible income tax- 
ation of insurance proceeds where a 
policy subject to a loan is given away. 

William B. Lynch of Seefurth and 
McGiveran Consulting Services, Chicago, 
writes: 

“He would be right, I think, if the 
insurance policy were financed on the 
bank loan plan. The usual bank loan 
carries with it the personal liability of 
the debtor. Assumption of the debt by 
the policy transferee would constitute a 
valuable consideration passing to the 
policy transferor. 

“If the policy were financed by the 
minimum deposit plan, then I think 
Mr. A. W. would be wrong. Policy loans 
through insurance companies do not 
carry personal liability. There would be 
no assumption of the transferor’s debt 
by the transferee and, therefore, no 
consideration passing to the transferor. 

“If the policy is an old bank-loan 
policy and now the insured wishes to 
get it out of his estate, he might con- 
sider refinancing the loan on a mini- 
mum-deposit basis.” 

Donald T. Rave, a member of the 
New York Bar, writes: 

“Mr. A. W. characterizes ‘Valuable 
consideration’ as the transferee’s ac- 
ceptance of a policy somewhat depleted 
in value by the existence of a lien. This 
analysis seems to be at variance with 
the common law characterization of con- 
sideration as something which is bar- 
gained for, irrespective of the existence 
or non-existence of a market value for 
the quid pro quo. In other words, Mr. 
A. W. has completely disregarded the 
animus donandi which qualifies a trans- 
action as a gift, and has said, in ef- 
fect, that where the value of a gift is 
depleted, it is no longer a gift, but be- 
comes a sale. 

“To support his view, Mr. A. W. 
cites the case of Grace R. Maxson Hall 
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(12 TC 419, 1949), while actually this 
case might well be cited to support the 
opposite. In that case, a policy was 
transferred as a gift from the insured to 
his wife during his lifetime. At the time 
of the transfer a policy loan was out- 
standing. This loan remained outstand- 
ing at the time of the insured’s death, 
reducing the proceeds payable to the 
wife. With respect to the status of these 
proceeds in the hands of the wife, the 
Commissioner stipulated that they were 
entirely tax exempt under Section 
22(b) (1) 1939 IRC. 

“In order to augment the payments 
which would be made to her under the 
settlement option, the wife repaid the 
loan on the policy. Now as to the tax 
status of the settlement proceeds at- 
tributable to the wife’s repayment of 
the policy loan, the Commissioner con- 
tended that they be treated as the pro- 
ceeds of an annuity, and be subjected to 
the immediate tax accorded annuity pro- 
ceeds. The court, in discarding the an- 
nuity concept, ruled that the amounts 
attributable to the wife’s repayment of 
the loan were ‘amounts received under 
a life insurance contract paid by reason 
of the death of the insured’ within the 
meaning of Section 22(b)(1), and since 
these amounts were acquired by the pay- 
ment of a valuable consideration, they 
would be free of income tax until they 
begin to exceed the actual value of the 
consideration so paid by her. 

“To sum up, the court was never asked 
by the Commissioner to even pass on the 
status of the net proceeds of the insur- 
ance policy; it was only the proceeds 
attributed to the repaid loan which 
were in question. As to these, the wife 
received the more favorable tax ap- 
proach.” 

Then to finish the job, Sanford H. 
Goldberg, New York City attorney, 
writes: 

“The insurance counsellor from Hous- 
ton, Texas appears to have missed that 
portion of Section 101(a) of the Code 
which provides that the transfer for 
valuable consideration rule does not ap- 
ply where the basis in the hands of the 
transferee is determined in whole or 
in part by reference to the basis to the 
transferor. Since the transferor’s basis 
will exceed the amount of indebtedness 
on the insurance policy, the wife’s basis 
is determined in part by the husband's 
basis. Accordingly, Section 101(a)(2) ap- 
pears to be completely inapplicable.” 

How about some of you Texans com- 
ing to his defense? 
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keyed to explanation and to account- 
ns worksheets; check lists; tax calen- 
ar 

Montgomery's Federal Taxes, The Ron- 
ald Press Co. (New York, 1958), 
1300pp, $25.00. Clear and concise ex- 
planation by taxpayers of national 
CPA form for business managers and 
investors as well as professional tax 


men 

Musselman Rh, Alexander’s Federal Tux 
Handbook, ‘the Michie Co. (Char- 
lottesville, 1958) 126lpp. $20.00 

Summa, D J, Assignment of Income, 
The Ronald Press Co. (New York, 
1958), 13lpp, $10 ($8.50 on subscrip- 
tion) (Tax Practitioners Library) 
charts of justification of attempted 
assignments and findings 

Taz Ideas Munual, Prentice-Hall, 
glewooid Cliffs) 1958, 1280pp 

ACCOUNTING—BOOKS 

Oehler C, Lawyers 
book, Matthew 


(En- 


Hand- 
(New 


Accounting 
Bender & Co., 


York) 1 vol., $15. 

Peel Jr., Fred W, Consolidated Tax Re- 
turns, Callaghan & Co. (Chicago, 
1959) $20. 

Stanley, New Rapid Tax Depreciation: 


How to Use it Profitably, 
Hall (Englewood Cliffs) 
Wriggins J C & G B Gordon, Repairs 
vs. Capital Expenditures, Ronald 
Press Co. $10.00. Tax practitioners 
featuring tables of cases, showing 
taxpayer's arguments and court’s find- 

ings 

ACCOUNTING—ARTICLES 

Bonds, tax free exchange of E, F & G 
or H allowed, 12JTAX162. 


Prentice- 


Claim-of-right, Bressner counsel ex- 
plains why IRS is wrong, 12JTAX 
221, Apr60, 1p 

Deductible, is interest deductible. when 


tax-saving is sole 
336, June60. 
Deductible, is 


motive? 12JTAX 


payola? IRS urged to 


take stand, 12JTAX311, May60, ip 

Dividend withholding bill, Senate com- 
mittee prepares. 12JTAX341, June60. 

Double deduction, IRS denies at lien 
date change is distortion. 12JTAX 
840, June60. 

Income, when is a payment in notes 
income to taxpayer on cash basis? 
12JTAX338, June60. 

IRS special enrollment exam. 12JTAX 
842. June60. 

Lobbying law, businessmen and unions 
press for change. 12JTAX341, June60. 


Inventories, AICPA presses 
on liquidation of LIFO, 
Apr60, lp 

Losses, new Regs. 


for relief 
12JTAX220, 


on demolition form- 
alize critical intent test, Daniel S. 
Knight, 12JTAX218, Apr60, 3pp 

New IRS rule that taxpayer’s methods 
must follow income tax accounting 
principles seen as creating problems 
for CPA because of requirement that 
books and returns conform; differ- 
ences between tax and financial ac- 
counting discussed, Willard D G, 11 
JTAX3864, Dec5d9, 4pp 

Purchased goodwill, leaseholds, licenses, 
covenants not to compete, Robert J. 
McDonald, 12JTAX258, May60, 6pp 

Real estate tax problems, law review 
surveys. 12JTAX341, June60. 

Supreme Court argument stresses IRS 
policies, 12JTAX319, May60, 1p 

COMPENSATION 


Contingencies may still be good idea in 


deferred compensation contracts, by 

Ernest O. Wood, 12JTAX210, Apr60, 

2pp 

Depreciation legislation may come as 
package deal, 12JTAX264, May60, 1p 

Non-restricted options, IRS errs in 
denying they can be compensation at 
grant, Robert J. McDonald, 12JTAX 
331, June60, 6pp 

Non-statutory stock options, opportuni- 
ties open up for tax planning under 
new Regs., Alan R. Bromberg. 12 
JTAX297, May60, 4pp 

Pension plan proposals, Treasury stirs 
controversy on, 12JTAX334, June60. 

Pension, profit sharing plans, how to 
integrate for foreign service, Isidore 
Goodman, 12JTAX206, Apr60, 6pp 

Report on testimony at the House Ways 
and Means Committee hearings on 
tax revision, Chatterton H W, 12 
JTAX86, Feb60, 4pp 


CORPORATIONS—BOOKS 


Lore, M M, Thin 
Ronaki Press, 


Capitalization, The 
(New York, 1958) 
261pp. $10.00. (Tax Practitioners Li- 
brary). Features charts setting forth 
the factual situation in each case 
and taxpayer’s argument against the 
finding. 


CORPORATIONS—ARTICLES 


Tax planning for the new growth com- 
pany and for its owners, a survey of 
the problems to be considered at each 
stage of growth: capital structure, 
accounting elections. dividend policy 
to accelerate growth and avoid tax 
problems, Tekampe F, Greene Rh, 11 
JTAX130. Sep59, 5pp 

accumulated eornings tax 

Tax Court position that either accumu- 
lation in excess of need or ccrporate 
intention to avoid stockholder tax 
justifies penalty seen as wrong, 
Palmer J L, 12JTAXT74, Feb60, 3pp 

collapsible corps. 
Collapsible corps., 
JTAX 194, Apr60 
—capital gains, 8 techniques for 
getting, despite Sec. 341, Donaldson 
& Hobbet, 3pp 

—real estate corp., effort to make 
free from collapsible treatment, R. 
J. Kalupa, 2pp 

—real estate developers can still bene- 
fit from collapsible idea, T. J. 
Donnelly, Jr., 3pp 

—innocent victim of Sec. 314, what 
to do about, Lester Ponder, 2pp 

electing to tax income to owners 

Issuance of final Subchapter S Regula- 
tions noted, Kalupa R J, 12JTAX72 
Feb60, 2pp 

formation 

First case on the issue denies surtax 
exemption to brother-sister multiple 
corporations, 11JTAX326, Dec59, 1p 

liauidations 

337 liquidation; use of trustee suggested 
to bar minority stockholder interfer- 
ing, 12JTAX166 


four articles, 12 


redemptions 
Redemptions, double attribution of in 
recent ruling; buy-out plans im- 


periled, John F. Gleason & Edwin M. 
Jones, 12.JTAX268, May60, 3pp 


Redemptions, IRS slackens attack on 
unredeemed stockholder, Harold M. 
Hart, 12JTAX167. 

reorganization 


Hazards in assumption of liabilities in 
formation or reorganization of a cor- 
poration, Kahn G J, 11JTAX275, Nov 
59, 8pp 

Redemptions, hazards which today 
threaten harsh tax conseauences of, 
Laurence F. Casey, 12JTAX3825, June 
60, 3pp 

Spin-off Regs. overturned by court, vic- 
tory for normal business, 12JTAX200, 
Apr60, 2pp 


DEDUCTIONS & EXPENSES—BOOKS 

How To Handle Travel and Entertain- 
ment Eapenses to Assure Tax De- 
ductions, The Journal of Taxation 
(New York, rag 64pp, $2.00. Prac- 
titioner’s Guide 5. 


DEDUCTIONS G EXPENSES—ARTICLES 

Moving expenses: IRS taxing more, 12 
JTAX181 

clothing 
ecent cases analyzed, Stuetzer H Jr., 
11JTAX346, Nov59, 4pp 

divorce, etc. 

Divorce, alimony, support, many tax- 
payers still trapped by intricate rules, 
John L. King, 12JTAX229, Apr.60, 
4pp 

education 

Education costs related to job, IRS and 
Tax Court are unclear on tax treat- 
ment of, Stanley Hagendorf, 12.JTAX 
353, June60, 3pp 

Expenses of education to improve skills, 
allowable under new regulations, dis- 
cussed; Tax Court seen as liberal inter- 
Sire ge Hagendorf S, 11JTAX226, 
Oct59, 3pp 

travel and entertainment 

Entertainment, meals; Tax Court says 
can’t deduct own on one-day trip, 
12JTAX312, May60, 2pp 

Expense accounts, an executive reports 
on how new rules will affect corpo- 
rations, 12JTAX141 

Expense account reporting, IRS clari- 
fies rules on 12JTAX316, May60, Ip 

Report on IRS new policy of requiring 
employers to report expense account 
payments on their tax returns, 12 
JTAX116, Feb60, 1p 

Travel & entertainment expenses; fight- 
ing a case requires a good knowledge 
of the cases, Clifford G. Ward, 12 
JTAX158 

DEPRECIATION—ARTICLES 


Depreciation—2 articles from Business 
Horizons reviewed, 12JTAX152 

Pelts culled from breeders get capital 
gain; cert. not asked, 12JTAX152 

ESTATES AND GIFTS—BOOKS 


Heveridge J W, Beveridge Law of Fed- 
eral Estate and Gift Taxation, Cal- 
laghan & Co., (Chicago, 1956-58) 
1h44pp. $60.00 

Lasser Institute J K, How to Save 
Estate and Gift Taxes, American 
Research Council, Inc., $5.95. 

Lasser Institute J K, 53 New Plans For 
Saving Estate and Gift Taxes, Ameri- 
ean Research Council, Inc. (Larch- 
mont, N. Y.) $5.95. 

Lasser Institute J K, Estate Tax Tech- 
niques, Matthew Bender & Co., (New 
York) 1 vol., supplemented, (loose- 
leaf) $27.50. Written by 46 authors. 

Lowndes & Kramer, Federal Estate and 
Gift Taxea, Prentice-Hall, (Englewood 
Cliffs) 

Michaelson A M, Income Tazation of 
Estates and Trusts, Practicing Law 
Institute (New York, 1959) &86pp, $2 

Trachtman J, Estate Planning, Prac- 
ticing Law Institute (New York, 
1959) 178pp, $2.50 

Spinney R, Estate Planning, Quick Ref- 
erence Outline, 6th Edition, 1959, 
Commerce Clearing House, $1.50, 96pp 

Wormser R A, Wormser’s Guide to 
Estate Planning, Prentice-Hall Inc.. 
(Englewood Cliffs, N.J., 1958) 167pp. 
$4.95. Written for the client. 

ESTATES—ARTICLES 

planning 

Disposition of business interests: sole 
proprietorship, partnership, stock in 
closely held corporation. Advantages 
of buy-sell agreements and use of in- 
surance to fund. Choice of entity or 
cross purchase plans in the light of 
the recent tax cases and changes in 
the Code, Pennish J S, 113 TAX270, 
Nov59, 6pp 

Executive's estate, use of trusts advan- 
tageous, Peter Miller and George E. 
Zeitlin, 12JTAX130 

Multiple trust proposals 
loopholes, Advisory 
12J TAX366, June60. 

Short-term trust solves four typical 
family financial problems, C. W. Poin- 
dexter. 12JTAX286, May60, 2pp 


EXEMPT ORGANIZATIONS—BOOKS 

Webster G D, Federal Tax Aspects of 
Association Activities, 114pp, $4.50, 
Current tax situation; the Code anil 
Regulations and how they are ap- 
plied 

FARMERS—BOOKS 

Halstead H M, Federal Income Tazation 
of Farmers, Committee on Continuing 
Legal Education, (Philadelphia, 1956) 
129pp, $3.00 


FARMERS—ARTICLES 


Tax advantages in using cash method 
for farming; summary of comment 
before Ways and Means Committee 


would open 
Group man says, 


hearings on tax revision, Halstead 8 
M, 12JTAX122, Feb60, 


FOREIGN 


Bahama corp., foreign nee accumu 
lates tax free in, Leon O. Stock, 8 
JTAX250, Apr60, 3pp 

Diamond W H, Foreign Tax and Trade 
Briefs, Matthew Bender & Co., (New 
York) 1 vol., (loose-leaf) $50, in 
cludes service for one year. The tax 
structure of 71 countries. 

Foreign Investment and Tazation, In. 
ternational Program in Taxa 
a University, (Cambridge), 
7.50. 

Foreign taxation, bibliography prepared 
by Calif. CPAs, 12JTAX252, Apré0, 


lp 

Friedmann W G & Pugh R C, Legal 
Aspects of Foreign Investment, taxes 
on profits and dividends, Little, 
Brown & Co. 812pp, $20.00. 

Grossing up income for foreign tax 
credit stirs controversy, 12JTAX364, 
June 60. 

International Tax Agreements, Vol. VII, 
Columbia University Press, (New 
York, 1958) 384pp, $2.50, Classified 
chronological listing 

Mexico, tax incentives for industry in, 
12JTAX252, Apr60, lp 

Switzerland offers tax advantages to 
American corporations establishing a 
subsidiary there to hold stock in 
other foreign subsidiaries, 12JTAX 
104, Feb60, 

Tax Factors in Basing International 
Business Abroad, International 
gram in Taxation, Harvard Univer. 
sity (Cambridge), $5.00 

Tax planning can increase profit from 
doing business in European Commun- 


ity, R. Palmer Baker, Jr., 12JTAX 
281, May60, 4pp 

FRAUD—BOOKS 

Balter, H G, Tax Fraud: What the 


Practitioner Needs to Know to Pro- 
tect His Client, ‘The Journal of Taxa- 
tion, (New York, 1957) 96pp, $2.00. 
Articles originally published in The 
Journal 7. Taxation, “Practitioners 
Guide No. 3. 

Balter, Fraud Under Federal Tax Law, 
Second Edition, 1953, Commerce Clear- 
ing House, $7.50, 495pp 

FRAUD—ARTICLES 

Civil or criminal trial first? A close and 
difficult question, Robert M. Schmidt, 
12JTAX347, June60, 2pp. 

Defense of civil fraud is still formid- 
able task though new cases limit IRS, 
Arnold R. Cutler, 12JTAX276, May60, 
4pp 


INSURANCE—BOOKS 

How Federal Taxes Affect Life In 
surance and Annuities, Commerce 
Clearing House, Inc., (Chicago, 1958) 
96pp. $1.50 

INSURANCE—ARTICLES 


Ducros decision of Sixth Circuit seen 
as not distinguishable from the con- 
trary Golden case, a landmark in 
establishing the theory of taxation 
of life insurance on corporate stock- 
holders when premiums are paid by 
the corporation for the benefit of the 
stockholders, Lawthers, R J, 12JTAX 
92, Feb60, 4pp 

How partnerships use disability provi- 
sions, funded by accident and sick- 


ness insurance, in buy-out agree- 
ments, Friedman M R, 12JTAX29, 
Jan60, 2pp 

INVENTORY—BOOKS 


Butters J K, Effects of Taxation: In- 
ventory Accounting and Policies, Har- 
vard (Cambridge, 1949), 330pp 


INVENTORY-ARTICLES 


fax Court outlawing of single-pool 
LIFO inventories seen as victory for 
narrow interpretations of the law, 
which will seriously limit the benefit 
of LIFO as a protection against in- 
flation, DeLeoleos N T, 11JTAX258, 
Nov59, 5pp 

JOINT RETURNS 


Joint and several liability for tax, de- 
ficiencies and penalties seen as un- 
just in light of wife’s separate status 
under state law, Ritz W J, 12JTAX 
56, Jan60, 2pp 


LOSSES 


carryback G carryover 

Availability of loss carryovers 
kinds of change in ownership or 
operations; law, recent cases an- 
alyzed; areas of doubt discussed, 


in 18 


Tobolowsky S, 12.JTAX8, Jan60, 5pp 
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Legislative history and current cases, 
Winton S C, 11J TAX76, Aug5¥. 4op 
Loss carryovers through reorganiza- 
tions; proposed regulations show need 


for care, Paul A. Teschner, 12.JTAX 
$22, June 60, 4pp. 
Losses, new Regulations spec:fic on 


casualty. other losses, 12JTAX144 

Tax Court again allows loss carryover 
against acquired company’s new in- 
come, 12JTAX271, May60, 2pp 


MINING 


Mining, new Regs. clarify difficult areas; 
election required, Sherfy & O’Brien, 
12JTAX240, Apr60, 4pp 

OIL, GAS AND MINERALS—BOOKS 

Breeding & Burton, 7'axation of Oil and 
Gas Income, Prentice-Hall, (kngle- 
wood Cliffs). 

Fiske L E, Federal Taxation of Oil and 
Gas Transactions, Matthew Bender & 
Co., $25.00 


OIL, GAS AND MINERALS—ARTICLES 


ABC deal, how to determine whether 
tax saving makes worthwhile, Ernest 
L. Minyard, 12.JTAX296, May60, 4pp 

Intangible deduction may now be given 
to carried interest, Stanley C. Simon, 
12JTAX184 


PARTNERSHIPS—BOOKS 


Aronsohn A J B, Partnerships, Prac- 
ticing Law Institute, (New York, Re- 
vised to October 1958) 108 pp, $2.00. 

Willis, Handbook of Partnership Taza- 
tion, Prentice-Hall, (Englewood Cliffs, 
1957) 585pp, $15.00. The author was 
chairman of the advisory group on 
Subchapter K (partnerships) ap- 
pointed by the House Ways and 
Means Subcommittee on Internal Rev- 
enue Taxation. 


Association, Section of Taxation: ex- 
plained, compared with Advisory 
Group proposals, 11JTAX290, Novi», 


4pp 

W&M proposed — simplified 
seen a3 new trap 
JTAX261, June 69. 


PAYROLL—BOOKS 


Payroll Taxes, Federal-State-Local. A 
guide for payroll departments. Phar- 
maceutical Manuf. Assoc., 1411 K 
St., N.W., Washington 5, D. C. 148 
Ppp, $5.00. 


PAYROLL—ARTICLES 
Unemployment 


reporting 
for partners, 12 


insurance, is company- 


enforced retiree eligible for? Many 
eases but rule not fixed, 12JTAX378, 
June60. 


PENSION AND PROFIT-SHARING 
PLANS—BOOKS 

Gordon G B, Profit Sharing in Business 
and Estate Planning. A _ study of 
profit-sharing from the viewpoint of 


employer and employee, covering 
benefits, kinds of plans, financial, 
legal and tax problems. Farnsworth 


Publishing Co., Inc. $3.50. 


Rice LL, Basie l’ension and Profit 
Sharing [Plans, Committee on Con- 
tinuing Legal Education (Philadel- 


phia, 1957) 148pp, $3.00 
PENSION G PROFIT SHARING PLANS— 
ARTICLES 


Treasury new rule permitting em- 
ployee contributions up to 10% of 
compensation seen as in effect per- 
mitting tax-sheltered trust for execu- 
tive’s personal investments: comments 
on use in smaller closely-held corpo- 
rations, Chatterton H W, 12JTAX17, 
Jan60, 3pp 


Cumulative Index «+ 65 


Hall, 
$24.75 

PROCEDURE—ARTICLES 

870 issue—taxpayer wins; Morris White 
Fashions case limits IRS, Martin D. 
Cohen, 12JTAX294, May 60, 2pp 

insistence by IRS that requests for rul- 
ings be properly prepared will mean 
quicker replies on acceptable applica- 
tions; similarly ending Chief Counsel's 
review of published rulings should 
speed action, 11JTAX156, Sep59, 2pp 

Tax Court judge rules against admis- 
sion of lie detector test offered to 


Inc., Englewood Cliffs, N. J., 


corroborate testimony of opening 
cash hoard, Hobbet R D, 12JTAX102, 
Feb60, 2pp 


REAL ESTATE—ARTICLES 


Real estate man describes some taxfree 
exchanges of property which he ar- 
ranged Bernfeld H, 11JTAX220, Oct59, 
2pp 

Tax advantages and disadvantages of 
organizing a syndicate as a trust, a 
partnership, a limited partnership, a 
corporation or a corporation electing 
under Subchapter S, White B F, SCal 
llthInst59p851, 20pp; similarly 12 
JTAX48, Jan60, 3pp 


SALES TAX—BOOKS 


Due J F, Sales Taxation, The Univer 
sity of Illinois Press, (Urbana, 1957,) 
396pp. $5.75. US, European, British 
Commonwealth sales taxes described; 
policy and administrative problems 
analyz 


STATE AND LOCAL TAXES—ARTICLES 


income tax 
State income tax, momentum grows for 
basing on Federal return; ; 


issues opinion that estate planning 
, <n of law, 11JTAX344, Dec 
Pp 

CPA describes how his firm handles a 
volume of returns for smaller tax- 
payers efficiently and profitably and 
finds the work excellent staff train- 
ing, Myers M, 12JTAX2, Jan60, 5pp 
59, Ip 

Estimates, new IRS rule on underesti- 
mates under 7004 creates interest 
trap, 12.JTAX244, Apr60, 1p 

58% pass Treasury examination for 
special enrollment, 11JTAX313, Nov 

Ruling, when not to apply for, 12TAX 
244, Apr60, Ip 


TRUSTS—BOOKS 


Kennedy L W, Federal Income Tazation 
of Trusts and Estates, Little, Brown 
& Co., (Boston, 1948) with 1953 sup- 
plement. 837pp. $20.00. This is the 
text on the subject; thorough, com- 
prehensive. 

Nossaman W L, Trust Administration 
and Taxation, Metthew Bender & Co., 
(New York) 2 vols., (loose-leaf) 
$42.50. 

Olson R L & Gradishar RL. Saving In- 
come Taxes by Short Term Trusts, 
Prentice-Hall, (Englewood Cliffs, 
1956) 203pp, $7.50. Exposition of 
Code; examples. 


TRUSTS—ARTICLES 


May, or should, trustee make adjust- 
ment in trust accounts for tax sav- 
ing or tax burden shifted by his dis- 
cretionary act? Cases analyzed; sug- 
gested clause to authorize trustee to 
adjust is included, Miller B S and 
Yellon D J, 11JTAX. Dec5$, 5pp 

Trusts & estates, analysis of new Bill 
revising subch. J, James P. Johnson, 
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